MASTER 
NEGATIVE 


NO.  94 


COPYRIGHT  STATEMENT 


The  copyright  law  of  the  United  States  (Title  17,  United  States  Code) 
governs  the  making  of  photocopies  or  other  reproductions  of  copyrighted 
materials  including  foreign  works  under  certain  conditions.  In  addition, 
the  United  States  extends  protection  to  foreign  works  by  means  of 
various  international  conventions,  bilateral  agreements,  and 
proclamations. 

Under  certain  conditions  specified  in  the  law,  libraries  and  archives  are 
authorized  to  furnish  a  photocopy  or  other  reproduction.  One  of  these 
specified  conditions  Is  that  the  photocopy  or  reproduction  is  not  to  be 
"used  for  any  purpose  other  than  private  study,  scholarship,  or  research." 
If  a  user  makes  a  request  for,  or  later  uses,  a  photocopy  or  reproduction 
for  purposes  In  excess  of  "fair  use,"  that  user  may  be  liable  for  copyright 
infringement. 

The  Columbia  University  Libraries  reserve  the  right  to  refuse  to  accept  a 
copying  order  if,  In  its  judgement,  fulfillment  of  the  order  would  Involve 
violation  of  the  copyright  law. 


Author: 


Gregory,  Homer  Ewart 


Title: 


Accounting  reports  in 

business  management 

Place: 

New  York 

Date: 

[1 928] 


MASTER   NEGATIVE   « 


COLUMBIA  UNIVERSITY  LIBRARIES 
PRESERVATION  DIVISION 

BIBLIOGRAPHIC  MICROFORM  TARGET 


ORIGINAL  MATERIAL  AS  FILMED  -    EXISTING  BIBLIOGRAPHIC  RECORD 


rsiDsss 
5410 


Gregory,  Homer  E. 

Accounting  reports  in  business  management;  use  of  finan- 
cial and  operating  statements,  together  with  a  system  of  stand- 
ards and  performance  records  in  maintaining  efficient  manage- 
ment and  control,  by  Homer  E.  Gregory  ...  New  York,  The 
Ronald  press  company  [•1928j 

xi,  446  p.    diagrs.    22«". 

Bibliography :  p.  427-432. 


1.  Accounting.    2.  Business. 
Library  of  Congress 


Oopyrlght    A  10n328S 


I.  Tltte. 
HFS636.a81 

|8| 


28-22930 


RESTRICTIONS  ON  USE: 


TECHNICAL  MICROFORM  DATA 


RLM  SIZE:     ?f^mY\ 


TRACKING  #  : 


REDUCTION  RATIO: 


M 


IMAGE  PLACEMENT:  lA     HA  )  IB      IIB 


DATE  FILMED:       \0-Io-<HU 


INITIALS: 


W.\a/ 


msH 


Oi^CC^ 


FILMED  BY  PRESERVATION  RESOURCES.  BETHLEHEM.  PA. 


BIBLIOGRAPHIC  IRREGULARITIES 

MAIN  ENTRY:    Gregory.  Homer  Ewart 


Accounting  reports  in  business  management 


Bibliographic  Irregularities  in  the  Original  Document: 

List  all  volumes  and  pages  affected;  include  name  of  institution  if  filming  borrowed  text. 


.Page(s)  missing/not  available:. 


yolume(s)  missing/not  available: 


X Illegible  and/or  damaged  page(s):      water  damage  throughout 


.Page(s)  or  volume(s)  misnumbered:. 
Bound  out  of  sequence: 


.Page(s)  or  volume(s)  filmed  from  copy  borrowed  from; 


Other; 


TRACKING*: 


MSH02668 


^^, 


en 

3 
3 


O  > 
lOQ  Q 

=.m 

li 

N  CO 


N) 
00 

(Jl 

CTtX 

^K 

OOM 

<^ 

O 


'^ 


^^! 


(Jl 

3 
3 


> 

o  m 

CD  O 


CfQ 


X 


N 


tsi 


a 


A^ 


.a*' 


<^^ 

%y^ 


'V? 


^O.^ 


^«. 


c> 


> 


Ul 

o 

3 
i 


A^^ 


> 
Ul 


*f^. 


^ 


%r^ 


s 

3 

i 


en 


O 


a 


00 


b 


ro 
In 


1.0  mm 


1.5  mm 


2.0  mm 


ABCDCFGHIJKLMNOPO'»STUVWXYZ 
•bcdefghiiklmnopqrMuvwuyi  1 234567890 


ABCDEFGHIJKLMNOPQRSTUVWXYZ 
abcdefghijklmnopqrstuvwxyzl234567890 


ABCDEFGHIJKLMNOPQRSTUVWXYZ 

abcdefghijklmnopqrstuvwxyz 

1234567890 


2.5  mm 


ABCDEFGHIJKLMNOPQRSTUVWXYZ 

abcdefghijklmnopqrstuvwxyz 

1234567890 


L^ 


V    ^ 


■*?r 


^^ 


^d> 


^^ 


^^ 


^'^^^ 


%g^ 


'^. 


'^. 


# 


^^>^. 


"/M^ 


m 


'4' 


4* 


■fc 


"S^ 


-* 


s- 


f^ 


^ 


m 

o 
"o  m  -o 

>  C  cd 

I  TI  ^ 

m 

3D 

o 

m 


.A. 


''  V 


•S- 


<^ 


■fo 


3 
3 


Is 
li 

«<  30 


QDIM 
8 


o 

3 
3 


€8 


fst  (H 


-^-V 

''  V 


-«>.v 


-^V"iH?*"i 


'^bA'^.&  ^■. 


'mm 


4r»w 


Cdnmbia  (Hniutml 


LIBRARY 


School  of  Business 


■  J 


ih^V 


Sy' 


I 


. 


K 


1. 


I 


ACCOUNTING  REPORTS  IN 
BUSINESS  MANAGEMENT 

Use  of  Financial  and  Operating  Statements, 
together  with  a  System  of  Standards  and  Per- 
formance   Records,    in    Maintaining    Efficient 
Management  and  Control 


t 


By 

HOMER  E.  GREGORY,  M.  A. 

Associate  Professor  of  Business  Administration  and  Head 
of  Accounting  Department,  University  of  Washington; 
Formerly  Chief  Securities  Examiner,  State  of  Washington 


^ 


THE  RONALD  PRESS  COMPANY 

NEW  YORK 


I 


Copyright,   1928,  by 
The  Ronald  Priss  Company 

All  Rights  Reserved 


J) 


^10 


it 


■  ^  Ti 


0 


in 


PREFACE 


This  volume  is  concerned  with  analyzing  the  balance  sheet, 
the  profit  and  loss  and  other  operating  statements  of  a  business 
from  the  internal  or  managerial  point  of  view,  and  in  general 
with  the  control  of  its  finances  and  operations  by  means  of 
various  standards,  measurements  and  records,  including  not 
only  statement  analysis,  but  such  devices  as  standard  costs  and 
budgets. 

In  addressing  himself  to  this  task,  the  writer  has  kept  upper- 
most the  interests  of  three  groups :  ( i )  comptrollers  or  head 
accountants,  whose  function  it  is  to  assemble  and  interpret  all 
of  the  critical  accounting  and  statistical  facts  of  a  business; 
(2)  functional  managers,  who  are  held  responsible  for  the 
carrying  out  of  the  operating  and  financial  policies  of  these 
concerns;  and  (3)  corporate  directors,  who  are  charged  with 
the  responsibility  of  maintaining  solvency,  operating  efficiency, 
and  ultimate  profit  making  of  going  concerns.  This  emphasis 
on  the  managerial-control  approach  tends  to  enlarge  the  view- 
point of  all  students  of  the  subject,  and  to  give  a  broader  idea 
of  the  internal  analysis  of  financial  as-well  as  operating  state- 
ments. 

The  distinctive  viewpoint  is  that  of  the  owner-manager 
who  is  looking  upon  the  reports  of  a  concern,  not  as  answers  to 
correct  accounting  classification  and  definition  problems,  but 
as  a  fundamental  explanation  of  the  security  that  he,  as  an 
mterested  party,  derives  from  the  accounts  of  a  going  concern. 
Financial  statements  in  the  last  analysis  represent  the  discharge 
of  managerial  responsibility  in  protecting  a  business  adequately 
against  its  natural  enemies.  To  show  what  management  is 
doing  in  order  to  make  the  investment  safe  and  improve  operat- 
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ing  efficiency,  thereby  reducing  the  risk  of  ownership,  is  the 
outstanding  feature  of  accounting  reports. 

In  this  work  an  analysis  first  is  made  of  the  business  hazards 
that  management  faces.  Next,  the  financial-physical  standards 
and  records  used  to  measure  the  performance  that  gives  pro- 
tection against  these  hazards  are  explained.  Finally,  an 
analysis  is  made  of  how  the  discharge  of  this  protective  func- 
tion is  revealed  in  the  financial  reports. 

The  book  is  an  interpretation  of  the  function  of  accounting 
as  conceived  in  scientific  management.  It  is  intended  to  en- 
courage and  promote  a  wider  appreciation  of  the  field  of  comp- 
trollership  and  a  broadening  of  the  accounting  work  of  the 
internal  auditor,  so  as  to  include  in  his  responsibility  a  system 
of  standards  and  performance  records  that  would  cover  more 
than  the  usual  balance  sheet  and  profit  and  loss  statements,  as 
he  now  conceives  them — enough  more  to  include  all  the  activi- 
ties of  the  business  institution  that  have  a  pecuniary  significance. 
For  college  and  university  classes  the  volume  contains  labora- 
tory exercises  based  directly  upon  the  text  material.  There 
is  also  a  selected  bibliography  arranged  by  chapters. 

Use  has  been  made  in  the  volume  of  the  material  prepared 
by  the  writer,  for  Chapter  VII  in  "Investments/'  published 
by  the  American  Institute  of  Banking. 

The  author's  viewpoint  has  been  influenced  by  the  work  of 
Dean  L.  C.  Marshall,  of  the  University  of  Chicago;  Mr. 
George  E.  Frazer,  C.P.A.,  former  lecturer  at  the  University 
of  Chicago;  and  by  the  writings  of  J.  O.  McKinsey,  C.P.A., 
in  his  recent  books.  Works  on  scientific  management  have 
been  freely  consulted.  Acknowledgment  is  also  made  to  Pro- 
fessor Carl  S.  Dakan,  Instructor  Charles  J.  Miller,  Instructor 
Charles  E.  Calhoun,  all  of  the  University  of  Washington,  for 
assistance  in  reading  the  manuscript.  Special  thanks  are  due 
to  Mr.  L.  Presley  Gill,  who  assisted  with  the  proofreading;  to 
Mr.  James  P.  Robertson,  C.P.A.,  who  supplied  portions  of  the 


PREFACE  V 

material  for  Chapters  XXI  and  XXII  on  Budgets,  and  to  Pro- 
fessor W.  E.  Cox,  Dean  of  the  College  of  Business  Administra- 
tion of  the  University  of  Washington,  for  many  helpful 
suggestions  and  for  reading  parts  of  the  manuscript. 

Homer  E.  Gregory 
University  of  Washington, 
August  1 6,  1928. 
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CHAPTER  I 
ACCOUNTING  AS  A  CONTROL  DEVICE 

Conservation  of  Capital  Management's  Responsibility. 

One  of  the  outstanding  characteristics  of  modern  business, 
especially  among  competitive  concerns,  is  the  relatively  large 
number  of  business  failures  and  the  correspondingly  great 
losses  of  invested  capital.  The  sinking  of  millions  of  dollars 
into  unsuccessful  business  ventures  by  investors;  the  abandon- 
ment of  enterprises  on  the  part  of  owners ;  and  the  incoming 
of  new  capital  and  of  new  owners  and  managers  to  take  the 
place  of  the  old,  are  some  of  the  serious  accompaniments  of 
the  "turnover"  of  business  enterprises  brought  about  by  unsea- 
soned attempts  to  start  something  new,  or  in  the  further  attempt 
to  revive  old  concerns  that  are  beset  by  financial  difficulties. 

Business  men  who  are  keenly  alive  to  their  responsibilities, 
as  managers  and  directors,  are  cognizant  of  the  fact  that  they 
are  engaged  in  the  work  of  protecting  business  against  its 
natural  enemies.  It  is  often  true  that  operations  as  such  are 
subordinated  to  this  greater  trust  of  protecting  the  invest- 
ment, and  of  maintaining  the  integrity  of  the  original  prop- 
erty and  going  concern  values.  Success  is  now  measured  more 
than  ever  by  this  one  standard.  Conservation  of  capital  for 
owners  and  creditors  is  the  primary  responsibility  of 
management. 

Protection  of  the  Investment— Out  of  his  long  experience 
in  the  battles  of  survival  in  the  business  community,  the  suc- 
cessful business  man  has  evolved  certain  financial  norms  which 
he  dare  not  transgress,  lest  he  pay  the  supreme  penalty  in  the 
loss  of  his  business  investment  and  his  credit  standing.     The 
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outstanding  problem  of  management  in  protecting  the  invest- 
ment ultimately  is  the  control  over  solvency;  therefore,  the 
most  imi)ortant  study  centers  around  those  conditions  that 
have  a  direct  and  immediate  effect  in  reducing  the  debt  paying 
capacity  of  a  concern. 

Hence  it  might  appear  that  the  problem  has  come  to  be, 
not  how  much  of  annual  profits  can  be  made  from  period  to 
period,  but  how  may  the  enterprise  be  conducted  so  as  to  avoid 
almost  certain  annihilation  from  the  disintegrating  forces  that 
attack  business  and  reduce  its  solvency  position  to  zero. 

What  are  these  destructive  forces  that  attack  business  con- 
cerns and  make  the  investment  hazard  so  great  ?  First,  there 
are  a  series  of  internal  factors,  such  as:  (a)  insufficient  cap- 
ital investment  on  the  part  of  the  owner,  considering  the 
scope  of  his  attempted  operations;  (b)  the  wrong  method  of 
financing  fixed,  working,  and  trading  assets;  (c)  the  diminish- 
ing of  working  capital  through  the  use  of  current  assets  and 
current  liabilities  for  paying  heavy  dividends;  (d)  poor  buy- 
ing policies  that  cause  over-extensions  in  the  investment  in 
merchandise  inventory;  (e)  lack  of  sales  volume,  resulting 
in  operating  losses,  which  tend  to  cause  insolvency  through  the 
dissipation  of  working  capital;  (f)  poor  credit  and  collection 
policies,  which  result  in  over-investment  in  trade  accounts; 
(g)  general  inefficiency  in  factory  methods,  which  results  in 
wastes  in  processing,  etc.,  and  general  operating  losses;  (h) 
lack  of  proper  policies  for  reinvesting  and  conserving  the  profits 
of  the  business;  (i)  failure  to  provide  ways  and  means  for 
replacing  the  assets  that  wear  out  through  depreciation  and 
obsolescence,  through  the  passage  of  time  and  the  expiration 
of  legal  tenure. 

Second,  there  are  a  series  of  external   factors,  in  many 
instances  beyond  the  control  of  the  business  man,  such  as: 

(a)  adverse  legislation,  public  opinion,  changing  styles,  etc.; 

(b)  changing  conditions  brought  about  by  the  adverse  factors 
found  in  the  business  cycle,  which  accentuate  the  difficulties 
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in  buying,  selling,  credits,  collections,  etc.,  and  center  in  the 
one  larger  problem  of  solvency;  (c)  physical  hazards  common 
to  all  business  enterprises,  which  can  be  forecast  with  only 
a  degree  of  certainty,  such  as  the  destruction  of  property  by 
the  elements,  by  fire,  etc. 

Modern  Delegation  of  Authority  and  Absentee  Owner- 
ship.— The  time  has  long  passed  since  owners  of  business  con- 
cerns could  guide  their  affairs  without  delegating  important 
administrative  and  even  executive  functions  to  subordinates, 
to  whom  they  must  now  look  for  the  successful  discharge  of 
the  true  entrepreneurship  function.  Absentee  ownership  as 
represented  in  the  corporate  form  of  organization,  and  dele- 
gated authority  as  found  in  the  institution  of  branch  factory 
production  and  distribution  agencies,  has  passed  the  direction 
of  business  out  of  the  realm  of  personal  supervision,  into  the 
realm  of  line  and  staff  organization,  and  has  ushered  in  the 
age  of  mechanical  control  technique. 

A  few  short  decades  ago,  ownership  was  expressed  in  the 
single  proprietorship,  or  perhaps  the  partnership,  and  direc- 
tion of  enterprise  was  expressed  in  the  personal  relationship 
of  master  and  journeyman  found  in  handicraft  or  small  fac- 
tory production  methods.  Today  entrepreneurship  has  been 
dissipated  into  forms  whose  ownership  function  is  a  matter 
of  mere  definition.^  Title  to  corporate  stock  is  often  dissem- 
inated over  the  entire  country  and  even  over  the  world.  Direc- 
tion today  has  been  reduced  to  legalized  majority  rule  as 
expressed  in  the  authority  of  boards  of  trustees. 

The  personal  directing  of  business  enterprise  found  in  the 
nineteenth  century  has  given  way  to  standard  definitions  of 
performance  for  subordinate  officers  and  even  labor  groups, 
contained  in  record  books.  Incentives  that  formerly  existed  in 
thejact  of  individual  ownership  of  the  means  of  production. 
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and  the  identification  of  the  individual  producer  with  his  prod- 
uct, now  are  suppHed  through  personnel  work,  bonus  and  wage 
plans,  the  objects  of  which  are  to  induce  an  "organization" 
loyalty  and  to  overcome  the  anonymity  of  production.  The 
worker  has  lost  his  identification  in  the  mechanism  of  wealth 
creation.  His  eflFort  in  wealth  creation  is  anonymous;  disci- 
pline that  formerly  was  self-imposed,  today  is  superimposed 
from  without  at  the  instance  of  management. 

Efficient  control  is  being  reduced  more  and  more  to  a  matter 
of  measures  and  records. 

As  ownership  has  become  widely  diffused  among  scores  of 
owners  who  have  relinquished  control  to  responsible  directors, 
so  there  is  an  ever-increasing  demand  for  standard  account- 
ing and  statistical  reports,  which  show  the  status  of  the  busi- 
ness concern  entrusted  to  the  directorate. 

As  management  has  become  a  matter  of  mechanical  control 
over  complicated  mechanical  processes  of  widely  scattered  pro- 
ducing and  distributive  units,  so  there  is  an  ever-increasing 
demand  for  standard  accounting  and  statistical  reports  that 
show  the  performance  of  those  to  whom  functional  responsi- 
bility has  been  delegated. 

The  Auditing  Viewpoint  and  the  Management  Viewpoint 
in  Accounting. — Much  of  the  literature  today  on  the  subject 
of  accounting  has  been  written  from  the  "auditor's"  viewpoint, 
with  the  purpose  in  the  main  of  developing  a  technique  that 
leads  to  the  correct  formulation,  in  one  or  more  aspects,  of  the 
financial  condition  of  a  business.  Practically  all  of  the  theory 
of  valuation  of  accounts,  the  definitions,  the  classification  of 
accounts,  the  accounting  procedure,  and  bookkeeping  technique, 
center  around  this  one  problem.  Written  primarily  for  the 
practicing  accountant,  the  public  and  private  auditor,  and  for 
the  candidate  for  the  degree  of  Certified  Public  Accountant, 
the  literature  has  aimed  at  the  development  of  rules  and  pro- 
cedure, for  conducting  various  types  of  audits,  special  inves- 
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tigations,  for  the  installation  of  accounting  systems,  and  for 
the  purchase  and  issue  of  securities. 

The  Detailed  Audit. — The  most  profound  and  compre- 
hensive eflforts  of  the  more  recent  writers  along  these  lines 
have  aimed  at  the  formulation  of  theories  and  conventions 
which  it  is  hoped  in  time  will  be  reduced  to  standard  practice, 
for  use  in  the  detailed  audit,  a  service  that  finds  the  accountant 
at  his  best.  The  greatest  expression  of  this  handiwork  may  be 
found  in  the  reports  that  reflect  control  over  the  correctness 
of  accounting  data  and  of  the  routine  accuracy  in  the  account- 
ing department. 

These  certified  interpreted  reports  are  indispensable  to 
management  and  owners  because  of  the  guaranty  that  they 
reflect  precision  and  accuracy  in  the  recorded  data.  Likewise, 
they  are  of  inestimable  value  to  credit  departments  in  the  for- 
mulation of  judgments  bearing  on  the  application  of  credit 
extension,  because  of  the  confidence  they  create  in  the  depend- 
ableness  of  the  data  submitted  by  the  applicant.  The  investor 
in  securities,  the  prospective  buyer  of  business  concerns,  in  fact 
all  others  who  occupy  a  lay  position,  because  of  lack  of  inti- 
mate contact  with  the  accounting  records,  in  a  similar  way 
are  dependent  to  a  large  extent,  in  planning  lines  of  action, 
upon  the  integrity  of  certified  reports. 

The  position  of  the  professional  accountant  is  well  estab- 
lished in  the  business  community  today,  thanks  to  its  ever- 
improving  standard  of  proficiency,  and  to  the  increased 
understanding  of  the  quality  of  service  which  the  accountant 
renders. 

Accounting  a  Service  to  Management But  the  question 

may  be  raised :  Do  such  services,  as  useful  as  they  undoubt- 
edly are  for  the  purpose  of  checking  accounting  accuracy,  sup- 
ply to  management  the  needed  information  for  a  well-rounded 
system  of  checks  and  balances  for  the  guidance  of  the  business 
as  a  whole?    Are  they  sufficiently  analytical  and  constructive 
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in  character  to  answer  the  questions  daily  propounded  to  man- 
agement covering  the  formulation  of  broad  administrative 
pohcies ;  for  defining  standards  and  measurements  with  which 
to  check  the  work  of  administrative  officers;  for  checking  per- 
formance after  the  standards  have  been  defined;  for  planning 
and  executing  budgets;  for  determining  specific  causes  for 
losses  in  departments  and  devising  remedies  for  the  faulty  con- 
ditions ;  for  determining  who  are  the  especially  active  adminis- 
trative officers  responsible  for  the  business  progress  of  the 
concern  ? 

When  comparing  the  purely  financial  reports,  the  essen- 
tial diflference  in  the  viewpoint  of  the  "auditor"  and  the  "man- 
agement," may  be  viewed  in  contrast.  The  auditor  tends  to 
look  at  the  accounting  reports  as  correct  statements  of  finan- 
cial and  operating  conditions;  the  manager  stresses  these 
reports  as  aids  to  control  over  financial  solvency  and  operating 
proficiency.  To  the  former  the  primary  problem  is  content — 
that  of  showing  the  correct  valuation  of  assets  and  liabilities 
and  correct  categories  of  operating  data;  to  the  latter  the 
major  problem,  in  addition  to  showing  correct  values,  is  the 
use  of  reports  that  aid  in  the  protection  of  the  investment  of  a 
successful  going  concern.  The  control  accountant  is  interested 
in  financial  reports  that  feature  tendencies,  good  or  bad,  in 
operating  conditions,  and  in  the  financial  structure  of  the  busi- 
ness for  which  management  is  held  responsible.  He  wants 
a  dynamic  vital  story  of  performance;  answers  to  specific  prob- 
lems of  improved  control  and  better  control  technique. 

The  typical  approach  to  the  manager's  problems  of  control 
cannot  follow  the  highly  conventionalized  practice  of  catalog- 
ing all  quantitative  facts  in  either  one  or  two  categories ;  first, 
those  data  that  affect  the  balance  sheet,  and  second,  those  data 
that  affect  the  profit  and  loss  statement.  While  it  is  true  that 
all  business  facts  as  recorded  by  the  bookkeeper  find  their  way 
at  the  closing  date  into  one  or  the  other  of  these  financial  state- 
ments, it  is  also  noteworthy  that  the  business  executive  does 
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not  classify  his  problems  in  this  elementary  manner.  A  busi- 
ness is  a  rapidly  changing  complex  thing,  and  the  executive 
does  not  and  cannot  attack  his  problems  with  the  sole  idea  of 
a  solution  that  leads  only  to  a  correct  showing  of,  ( i )  finan- 
cial condition  facts,  and  (2)  expense  and  gain  facts. 

What  business  needs  are  reports  that  give  a  more  complete 
analysis  of  the  performance  of  managers ;  reports  that  furnish 
data  upon  which  future  operations  can  be  based;  reports  that 
aid  in  preplanning  and  checking  operations ;  reports  that  give 
a  modus  operandi  for  locating  losses  and  devising  remedies 
therefor. 

Correct  valuation  principles,  and  classification  of  accounts 
are  highly  necessary,  but  of  more  importance  is  a  knowledge 
and  use  of  reports  that  give  a  greater  control  over  the  sol- 
vency and  the  security  of  the  invested  capital. 

Accounting  and  Statistics — Due  to  the  fact  of  the  limited 
type  of  engagements  on  the  part  of  clients  which  restrict 
the  work  of  the  accountant,  many  auditors  are  unable  to  go 
beyond  the  usual  inspection  work.  Thus  not  a  few  report 
writers  are  unable  to  make  use  of  what  might  be  called  "the 
purely  statistical  facts  of  business,"  in  making  up  their  state- 
ments. Other  auditors  consider  statistics  for  the  most  part  of 
secondary  importance,  and  fail  to  take  note  of  these  outside 
data  and  leave  the  client  to  secure  them  from  his  own  staff. 

Some  bookkeepers  and  accountants,  and  their  number  for- 
tunately is  steadily  becoming  less,  largely  because  of  the  long 
history  of  the  profession,  are  reluctant  to  alter  their  position 
and  viewpoint,  and  broaden  their  scope  of  operations  suffi- 
ciently to  enable  them  to  render  the  service  that  proprietors 
have  a  right  to  expect.  To  these  few  accountants  the  "man- 
agerial-statistical" aspect  of  report  writing  is  beyond  the  func- 
tion of  the  keeper  of  the  records,  and  since  the  figures  do  not 
fall  within  the  scope  of  the  trial  balance,  they  are  deemed  of 
secondary  importance,  if  not  to  be  ignored  altogether.     No 
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brief  can  successfully  be  held  for  such  a  demarcation  between 
accounting  and  statistical  services.  It  is  unfortunate  that  they 
are  thus  viewed,  and  largely  because  of  the  approach  as  sep- 
arate sciences,  having  a  somewhat  diflFerent  methodology  and 
historical  approach. 

All  Business  Activities  Covered  by  Control  Data To 

the  executive  and  owner,  the  accounting  reports  as  now  con- 
structed and  interpreted,  are  merely  aids  to  the  larger  field  of 
statistical  technique  which  are  used  in  the  broad,  general  field 
of  quantitative  pecuniary  interpretation,  the  subject  matter  of 
which  extends  all  the  way  from  financial  condition  facts,  in- 
come and  expense  facts,  to  internal  administrative  facts,  to 
labor  productivity  facts,  machine  rate  facts,  idle  time  facts,  cost 
facts,  buying  and  selling  facts,  advertising  productivity  facts, 
credits  and  collections  facts,  working  capital  conservation  facts, 
price  control  facts,  and  scores  of  other  facts  that  cover  man- 
agement problems. 

How  much  more  important  is  it  that  the  auditing  depart- 
ment, or  some  other  measuring  department,  should  supply  all 
the  important  business  data  that  reflect  bad  tendencies  and  un- 
profitable lines  of  action,  and  furnish  the  "alarms"  in  business 
conditions,  internal  and  external,  that  warn  the  owner  that  the 
road  ahead  contains  hazards  which  will  bring  his  undoing. 

In  short,  all  of  the  general  statistical  information  of  a  busi- 
ness, be  it  the  result  of  special  research  or  compiled  from  led- 
gers, is  grist  to  the  mill  of  management.  Neither  accounting 
nor  statistics  are  primary ;  both  are  necessary  to  complete  report 
writing.  It  makes  no  difference  whether  these  reports  come 
from  financial  statements,  or  from  the  cost  sheets  of  the  shop 
and  factory,  or  from  the  questionnaires  received  from  the  trade. 
Vital,  living  business  data  are  wanted,  not  alone  accounting 
reports,  but  every  report  apropos  of  the  present  financial  and 
economic  status  of  the  business  and  its  position  in  the  business 
community. 
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Need  for  Management  Viewpoint. — The  statistician  or 
financial  engineer  must  of  necessity  assume  the  active  interest 
and  approach  of  the  manager  in  making  his  reports.  He  should 
be  well  informed  in  the  "shop"  of  the  business  in  which  he 
expects  to  report,  and  should  have  a  thorough  grasp,  from  first- 
hand sources,  of  all  the  control  problems  confronting  the  man- 
ager upon  which  a  quantitative  analysis  is  wanted.  In  short, 
his  reports  should  answer  all  the  problems  presented  for  execu- 
tive or  administrative  action,  that  have  a  pecuniary  inter- 
pretation. 

Much  of  the  work  of  such  an  expert  will  of  necessity  be  of 
an  educational  nature,  as  there  is  at  the  present  time  a  lack  of 
understanding  of  the  principles  of  accounting  and  statistical 
interpretation  and  presentation.  The  use  of  better  administra- 
tive and  executive  reports,  incidentally,  will  lead  to  a  better 
understanding  of  the  finer  points  of  classifications  and  defini- 
tions of  accounts  that  now  seem  so  stilted  and  academic  to  the 
practical  business  executive. 

Cooperation  of  Subordinates  Secured  by  Reports. — As 
accounting  reports  come  to  be  used  for  the  purpose  of  stand- 
ardizing the  requirements  of  managers  and  subordinates,  and 
to  measure  their  performance,  a  closer  scrutiny  of  the  content 
and  general  form  of  the  reports  will  be  made  by  those  parties 
directly  interested  in  them.  If  a  works  manager's  labor  report 
shows  poorer  performance  this  year  compared  with  last  year, 
he  will  naturally  inquire  into  the  method,  technique,  and  theor}' 
by  which  performance  is  being  checked.  If  the  sales  manager 
is  told  that  his  performance  is  below  par,  he  will  immediately 
inquire,  "By  what  authority?"  If  he  is  told  that  his  indirect 
expenses  indicate  the  cause  of  the  difficulty,  he  will  again 
inquire  into  the  definition  and  content  of  the  accounts  and  the 
construction  of  the  system  that  is  being  used  as  a  guide  to 
management  in  his  particular  field. 

Thus,  it  may  seem  that  a  changed  viewpoint  is  necessary  on 
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the  part  of  the  many  writers,  who  are  directing  thought  along 
accounting  and  statistical  lines;  also  on  the  part  of  business 
men  who  tend  to  view  accounting  as  a  "foreign"  language. 
But  more  particularly  is  there  need  of  a  new  viewpoint  on  the 
part  of  the  practicing  accountant  upon  whom  the  burden  of 
education  must  naturally  fall. 

The   Accountant   a  Business   Adviser The  accountant 

must  first  appreciate  the  fact  that  his  greatest  responsibility  to 
the  business  community  is  not  primarily  that  of  expanded  police 
power,  in  detecting  and  proving  fraud,  etc.,  but  of  constructive 
financial  advisorship.  Misappropriation,  misrepresentation 
and  dereliction  of  fiscal  duty  must  be  detected,  and  only  the 
expert  accountant  is  qualified  for  this  work.  But  this  part  of 
the  accountant's  work  constitutes  a  small  portion  of  the  poten- 
tial field  of  useful  service  open  to  the  profession. 

Control  Reports  Aid  in  Checking  Business  Failures. 

Fuller  accounting  and  statistical  information  concerning  the 
operation  of  the  plant  as  a  whole,  should  afford  a  ready  means 
for  checking  unit  and  group  costs  so  as  to  stop  effectively  much 
predatory  price  cutting  between  competitors  whose  calculations 
covering  costs  of  production  and  marketing  may  be  inadequate 
or  misleading.     Many  disastrous  rate  wars  have  been  con- 
ducted between  rivals,  and  ultimate  ruin  brought  to  the  price 
cutter  and  also  to  the  firms  that  were  forced  to  meet  such  com- 
petition, through  the  fact  that  selling  prices  were  set  at  a  point 
below  profitable  figures  for  all  parties  concerned.     In  many 
such  cases  of  abortive  efforts  to  attract  trade  away  from  rivals 
through  price  and  service  wars,  systems  of  control  data  would 
tend  to  check  the  evil.    The  practice  of  price  cutting  would  have 
a  much  shorter  life  if  accounting  staffs  would  charge  them- 
selves with  the  task  of  placing  before  the  proper  authorities,  in 
a  simple  form  and  in  understandable  language,  all  the  patent 
facts  regarding  the  current  changes  in  financial,  operating,  and 
budgetary  conditions  that  are  vital  to  progress. 
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It  is,  therefore,  highly  important  that  a  more  scientific 
approach  to  statistical  guidance  to  business  conduct  be  not  only 
devised  but  also  put  into  effect,  to  the  end  that  greater  improve- 
ment be  brought  to  competitive  as  well  as  non-competitive  lines 
of  business.  Losses  running  into  hundreds  of  millions  an- 
nually, caused  by  the  failure  of  firms  whose  demise  was  brought 
about  by  lack  of  experience,  inefficiency,  and  other  similar 
causes,  can  be  saved  to  a  considerable  degree  through  a  better 
understanding  and  use  of  improved  control  records. 

Control  Reports  Useful  for  Credit  Purposes. — In  assum- 
ing the  viewpoint  of  management  in  the  approach  to  accounting 
and  statistical  control,  it  must  be  remembered  that  many  of  the 
reports  used  for  internal  control  purposes  by  executives  can 
be  used  by  credit  departments  in  analyzing  credit  status,  by 
underwriters  and  prospective  and  present  owners  of  securities 
in  analyzing  investment  values ;  also  by  prospective  purchasers 
of  business  concerns  for  the  purpose  of  analyzing  past  condi- 
tions more  completely.  In  fact,  more  accurate,  analytical  infor- 
mation placed  in  the  hands  of  all  parties  interested  in  business, 
will  lead  to  sounder  judgments  in  initiating  and  carrying  out 
lines  of  action  in  all  financial  matters. 
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CHAPTER  II 

CONTROL    OVER    BUSINESS    THROUGH    STAND- 
ARDS AND  MEASUREMENTS 

Trends  in  Statistics  and  Accounting. — The  conventional 
double-entry  scheme  of  recording  business  data,  with  its  plan 
of  narrative  financial  reports,  was  one  of  the  most  useful  sys- 
tems devised  up  to  the  time  of  its  adoption  for  controlling 
and  presenting  financial  data.  It  superseded  a  former  conven- 
tionalized plan  of  historical  reporting  by  means  of  the  single- 
entry  statement  of  affairs.  Both  plans  operating  today  are 
being  seriously  amended  by  a  new  plan  of  "standard  account- 
ing" and  "budgetary  control,"  which  is  altering  existing 
statistical  and  accounting  methods  and  presentation  in  a  note- 
worthy manner. 

Single-  and  Double-Entry  Bookkeeping  Systems. — Single 
entry  sufficed  for  the  needs  of  simple  financial  arrangements 
that  accompanied  early  elemental  merchandising.  With  the 
introduction  of  more  complex  financial  arrangements,  brought 
about  by  aggregated  capital,  the  employment  of  involved  indus- 
trial and  commercial  processes,  which  required  more  exactness 
in  measurements,  an  improved  system  of  accounting  came 
forth  to  supply  the  need  in  the  form  of  double-entry  bookkeep- 
ing. It  was  invented  primarily  in  response  to  the  demand  for 
control  over  accounting  information  and  the  direct  control 
which  this  gave  over  commercial  operations ;  but  especially  was 
it  invented  for  control  over  those  individuals  directly  charged 
with  financial  responsibilities.  Just  as  single-entry  bookkeep- 
ing failed  to  carry  the  load  demanded  of  it  as  a  mathematical 
recording  device,  being  incapable  of  mathematical  check  and 
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proof,  and  gave  way  to  the  improved  double-entry  system  sus- 
ceptible of  internal  checks,  so  the  latter  is  giving  way  to  an 
improved  technique,  capable  of  greater  control  facilities  for 
internal  managerial  use. 

Modern  Specialization  in  Measuring  Devices. — With  the 
coming  of  twentieth  century  mass  production,  the  growth  of 
consolidations  and  mergers,  the  intensification  of  competition, 
the  growth  of  the  labor  problem,  and  latterly  with  the  exigen- 
cies of  the  World  War,  came  a  change  in  managerial  problems. 
Personal  supervision  gave  way,  as  previously  stated,  to  dele- 
gated authority  and  "mechanical"  controls,  more  nearly  suited 
to  the  needs  of  this  highly  complex  production  machine. 

As  business  expanded  and  gave  impetus  to  the  division  of 
labor  and  specialization  in  production,  marketing,  and  finance, 
there  arose  a  like  specialization  and  division  of  labor  in  the 
field  of  management  and  in  the  use  of  the  governmental 
agencies  employed  in  business,  especially  those  involving  rec- 
ords and  measurements.  Regulation  over  the  separate  activi- 
ties in  a  given  institution  has  developed  a  separate  recording 
and  checking  technique,  with  the  result  that  the  controls  for- 
merly existing  in  the  double-entry  accounting  systems  as  such, 
are  now  found  in  statistical  fields  remote  from  the  older  field 
of  accounting.^ 

Ultimate  control  over  the  dynamic  elements  of  cost  and 
income  variations  is  speedily  being  taken  over  by  refined  sys- 
tems of  internal  checks  and  balances,  with  methods  that  appear 
to  have  only  an  attenuated  relationship  to  accounting,  but  which 
nevertheless  are  the  very  essence  of  control  mechanics.  One 
has  only  to  note  the  new  type  of  reports  covering  "Variations 
from  Standard  Costs  Caused  by  Inefficiencies  of  Operators, 
by  Processes,  Departments,  and  Individual  Operators";  "Va- 
riations in  Standard  Material  Costs,  by  Processes,   Depart- 

^  Note,  for  example,  the  separate  internal  controls  over  cash,  customer 
accounts,  all  types  of  debts,  material  inventories,  payroll,  factory  operations, 
branch  plants,  sales  budgets,  etc. 
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ments,  and  the  Plant  as  a  Whole";  "Costs  of  Idle  Time 
Factors";  "Sales  Budgets";  "Trends  in  Financial  Structural 
Conditions,"  etc.,  to  find  this  progressive  element  in  financial 
reporting. 

Thus,  change  is  coming  into  the  field  of  accountancy  and  is 
bringing  important  alterations  in  viewpoint,  methods,  and 
technique;  in  response  to  the  inquiry  as  to  whether  or  not  the 
profession  is  rendering  full  service  to  management  in  its  ever 
broadening  field  of  control. 

The  Accountant  a  Staff  Member. — The  modern  accountant 
is  figuratively  leaving  the  office  to  a  greater  extent  than  ever 
before,  and  is  taking  up  a  roving  commission  that  finds  him  in 
the  shop,  the  factory,  the  selling,  and  finance  fields.  He  is 
working  as  a  staff  member  with  the  engineer,  the  production 
superintendent,  the  gang  bosses,  the  repair  bosses,  the  sales 
manager,  the  office  manager,  the  finance  manager,  the  credit 
manager— devising  new  measuring  units  in  the  various  func- 
tional fields  of  industry  and  trade.  The  obvious  purpose  of 
this  enlarged  commission  is  to  facilitate  internal  business  su- 
pervision. 

The  Function  of  Standards — Progress  at  all  times  is  de- 
terminable only  by  the  process  of  comparison.  Present  per- 
formances are  pronounced  good  or  bad  accordingly  as  they 
show  positive  or  negative  results,  contrasted  with  a  given  set  of 
conditions  that  are  accepted  as  standard.  Without  these  con- 
trasts no  comprehensive  measure  of  success  or  failure  is  pos- 
sible. For  example,  costs  are  improving  if  they  are  less, 
relatively,  this  period  than  last;  sales  are  improving  if  they 
show  a  greater  volume  this  period  than  last  period;  the  debt- 
paying  capacity  of  a  firm  is  improving  if  the  liquidity  ratio 
shows  a  progressive  change  from  a  given  point,  or  from  a 
theoretical  norm. 

Much  misinformation  exists  regarding  the  use  of  the  term 
"standard"  and  its  function  in  the  regulation  of  business  con- 
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duct.  "Standards"  have  existed  from  the  earliest  times  as 
guides  to  all  types  of  pecuniary  valuations.  Used  formally  or 
by  implication,  they  furnished  the  norms  against  which  proc- 
esses, procedures,  prices,  profits,  rates  of  payment,  discharge  of 
managerial  responsibilities,  etc.,  have  been  compared  for  ap- 
praisal. Thus  we  have  had  standard  nomenclature,  standard 
forms  for  statistical  statements,  standard  ledger  account  classi- 
fication, standard  ratios  of  significant  operating  values,  stand- 
ard machine  hourly  rates,  standard  labor  operator  time, 
standard  material  costs  and  specifications,  standard  power 
rates,  standard  fuel  costs,  and  so  on  for  an  infinite  variety  of 
factors. 

Scientific  Standards.— The  point  of  difference  between  the 
modern  emphasis  on  the  construction  of  standards  and  the  old 
is  one  of  derivation.  Science  demands  to  know  if  the  norm 
which  has  been  accepted  as  a  guide  in  any  given  case  has  been 
derived  empirically,  from  mere  rule  of  thumb,  conventional 
practice,  or  whether  it  has  been  assayed  in  the  laboratory  and 
subjected  to  the  acid  test  of  precise  measurements. 

Much  of  standard  performance  data  that  have  been  accepted 
in  the  past  by  accountants  and  statisticians,  have  been  of  the 
empirical  type,  largely  based  upon  past  operations  which  had 
never  been  assayed  by  scientific  processes.  In  most  cases  this 
type  of  standard,  if  indeed  it  could  be  called  a  standard  in  a 
modern  sense,  was  the  only  available  means  at  hand  for  com- 
paring the  current  results. 

But  the  value  of  costs  and  financial  facts  is  limited  unless 
such  statistical  information  can  be  compared  to  an  acceptable 
standard  measurement ;  otherwise  the  reports  are  merely  his- 
tories, since  "they  are  measured  against  nothing  trustworthy  " 
A  comparison  of  this  year's  selling  expenses  with  last  year's 
niay  be  good  factual  material,  but  it  is  of  no  particular  value 
lor  control  purposes  if  the  former  statement  may  not  represent 
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best  performance.  In  short,  such  a  process  may  simply  resolve 
itself  into  a  comparison  of  incompetency  with  incompetency. 
The  lack  of  suitable  standards  applies  today  to  practically 
all  the  fields  in  which  accounting  is  used  for  report  purposes — 
in  the  shop,  the  office,  the  market,  and  in  finance. 

The  Department  of  Standards  and  Measurements. — In 
every  business  institution  there  should  be  installed  a  depart- 
ment of  standards  and  measurements,  incorporated  as  the 
accounting  department,  statistical  department,  or  comptroller 
department,  whose  duty  it  should  be— (i)  to  construct  stand- 
ards of  measurement  wherever  needed  in  the  business  organi- 
zation for  control  purposes;  and  (2)  to  establish  records 
that  will  adequately  measure  performance  in  terms  of  these 
predetermined  standards. 

Standards  should  be  constructed  in  all  departments  and 
made  applicable  to  all  operations  of  the  business — accounting, 
statistics,  buying,  selling,  transportation,  production,  credits, 
collections,  finance,  etc. — in  order  to  have  a  distinctive  third- 
party  viewpoint  in  definitions  and  findings,  and  also  in  order 
that  the  report  forms  may  be  used  advantageously  by  all  the 
departments  involved  in  correlated  operations. 

The  standards  and  measurements  should  be  functional! zed 
in  accordance  with  the  functionalization  of  operations.  Suc- 
cessful business  organizations  are  built  by  selecting  efficient 
executives  and  holding  them  responsible  for  the  successful 
operation  of  their  departments.  Every  important  operation  in 
a  fully  organized  business  normally  has  a  responsible  "func- 
tional" officer  in  charge.  The  reports  covering  the  departments 
should  be  built  around  such  an  officer  and  made  to  reflect  the 
complete  performance  of  this  executive.  But  first,  workable 
standards  should  be  devised  by  which  success  or  non-success 
in  performance  can  be  measured,  a  condition  which  necessitates 
the  closest  scrutiny  of  the  physical  plant  conditions  and  an  inti- 
mate knowledge  of  all  the  personnel  and  organization  factors. 
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Types  of  Standards  and  Measurements. — In  such  an 
organization,  the  department  of  standards  and  measurements 
as  outlined,  it  will  be  found  necessary  to  have  various  types  of 
standards,  such  as  the  following  : 

1.  Accounting  Standards 

2.  Financial  Standards 

3.  Physical  Standards 

Accounting  Standards — These  guarantee,  within  the  limits 
of  sound  judgment,  that  the  facts  presented  in  the  financial 
reports  can  be  relied  upon  for  formulating  lines  of  action.  Such 
standards  govern  the  method  of  handling  all  financial  facts  that 
appear  in  any  of  the  summarized  reports,  such  as  the  balance 
sheet,  profit  and  loss  statement,  or  the  cost  of  manufacturing 
statement.  Since  management  must  be  assured  that  these  final 
reports  are  accurate  and  consistent  in  content,  one  year  with 
another,  it  is  necessary  that  standard  accounting  practice  be 
introduced  into  the  field.  Standard  accounting  practice,  for 
example,  assures  the  reader  of  a  balance  sheet  that  net  invest- 
ment by  the  owners  is  properly  stated,  that  profits  as  reported 
have  been  earned,  that  the  assets  and  liabilities  are  properly 
valued  and  are  held  under  defined  property  rights,  etc.  It  also 
assumes  adequate  internal  checks  that  guarantee  routine  ac- 
counting accuracy.^ 

The  principal  accounting  standards  are:  nomenclature, 
form,  procedure,  classification  of  accounts,  valuation. 

Standard  nomenclature  in  accounting  has  been  gaining 
ground  in  recent  years  through  the  instrumentality  of  the  Fed- 
eral Income  Tax  Department's  advocacy  of  the  use  of  common 
terms  broadly  used  in  the  United  States.  Such  terms  as  trade 
debtors,  trade  creditors,  balance  sheet,  profit  and  loss  state- 
ment, prime  costs,  factory  burden,  current  assets,  funded  debt, 

-       *.The  treatment  of  standards  in  this  text  assumes  that  the  reader  is 
lamihar  with  the  elementary  principles  of  accounting. 
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etc.,  are  coming  to  be  standard  accounting  terms  with  definite 
meaning  to  laymen  and  professionals  alike. 

Standard  forms  of  financial  statements  may  be  divided  into 
two  classes,  viz.,  external  forms  and  internal  forms.  The 
former  type  is  representative  of  the  usual  balance  sheet,  profit 
and  loss  statement,  and  manufacturing  cost  statements  used 
broadly  for  general  credit  purposes;  also  for  the  issuance  of 
securities  by  underwriters  and  investment  houses ;  for  reports 
to  stockholders;  for  the  purchase  and  sale  of  business  enter- 
prises, etc.  In  the  credit  field,  the  Federal  Reserve  Board,  the 
Federal  Trade  Commission,  and  the  Certified  Public  Account- 
ants have  made  a  notable  contribution  in  standardizing  state- 
ment forms.  A  model  form  of  "credit"  balance  sheet  advocated 
by  the  Federal  Reserve  Board  is  shown  in  Chapter  III,  page  40. 
The  details  of  form  and  the  sequence  of  items  in  order  of  their 
liquidity,  tend  to  vary  with  the  expressed  object  of  the  issuance 
of  statements. 

Internal  forms  of  accounting  statements  include  such  ex- 
hibits as  may  be  used  for  the  managerial  control  of  business 
operations.  The  more  common  ones  are  the  ''functional"  and 
comparative  balance  sheet,  the  statistical  forms  of  cost  reports, 
profit  and  loss  statements,  unit  (i.e.,  physical)  statistical  reports, 
efficiency  reports,  standard  cost  reports,  budgets,  market  an- 
alyses, etc.  These  are  occasionally  used  for  external  purposes, 
such  as  for  credit  utilization.  They  often  add  valuable  infor- 
mation not  found  in  the  external  forms.  The  growth  of  the 
internal  reports  is  indicative  of  the  expansion  of  the  work  of 
the  modern  scientific  management  movement,  as  expressed  in 
the  broader  field  covered  by  comptrollers,  statisticians,  and  in- 
dustrial accountants. 

Procedure  outlines  the  accounting  system  and  provides  the 
details  of  routing  data  through  the  established  records.  It 
provides  for  the  internal  checks  required  in  large-scale  account- 
ing systems,  necessary  to  procure  a  proper  check  on  incoming 
and  outgoing  values. 


Standard  classification  of  accounts  varies  with  the  purpose 
of  the  grouping.  The  one  most  commonly  used  divides  all 
accounts  in  the  ledger  into  (i)  nominal  accounts — ^those  rep- 
resentative of  the  income  and  expense  group;  (2)  real  accounts 
. — ^those  representative  of  the  property,  debts,  and  ownership 
group. 

Valuation  standards  guarantee,  within  reasonable  limits  of 
judgment,  that  the  financial  and  operating  categories  are  cor- 
rectly "priced."  A  balance  sheet  constructed  according  to 
standard  valuation  principles  shows,  when  certified,  that  all  of 
the  assets  are  held  under  the  ownership  titles  indicated  and  that 
the  property  items  have  been  appraised  according  to  accepted 
scientific  principles  and  are  true  to  the  name  and  types  (nomen- 
clature) appearing  in  the  report.  It  indicates  that  all  debts  of 
the  firm  have  been  listed,  and  are  represented  at  their  true  value 
and  in  accordance  with  the  legal  status  of  the  creditors'  liens. 
Valuation  standards  likewise  guarantee  that  proper  classifica- 
tion of  accounts  between  capital  and  revenue  expenditures  have 
been  made,  the  conditions  implied  in  the  "pricing"  process. 

Financial  Standards — These  standards  are  sign  posts  that 
have  been  constructed  out  of  past  operating  and  financial  ex- 
perience, for  guiding  current  operations.  They  express  certain 
financial  relationships,  in  ratios,  trends,  turnovers,  etc.,  which 
have  registered  past  success  or  failure  in  financial  conditions; 
they  furnish  the  norms  that  management  is  attempting  to  ap- 
proximate or  improve  in  present  current  operations.  A  few 
types  of  financial  standards  may  be  mentioned  in  passing,  for 
example :  the  ratio  of  net  earnings  to  capital  invested ;  the  ratio 
of  sales  to  plant  values ;  the  turnover  of  merchandise  inventory ; 
the  turnover  of  accounts  receivable ;  the  per  cent  of  sales  out- 
standing in  accounts  receivable;  the  per  cent  of  raw  materials 
inventory  to  total  purchases;  the  average  age  of  delinquent 
accounts,  etc.  Other  significant  financial  standard  types  will 
be  used  for  illustrative  purposes  later  in  the  text.    The  purpose 
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of  such  standards  is  to  control  the  financial  resources  for  the 
l)est  advantage  of  the  firm.^ 

Physical  Standards — Physical  standards  form  the  starting 
point  in  the  control  of  financial  operations.  They  measure 
physical  facts  that  are  finally  registered  as  pecuniary  facts. 
Examples  of  physical  standards  used  for  control  are :  standard 
labor  performance,  standard  machine  performance,  standard 
hourly  or  daily  output  of  store  clerks,  billing  clerks,  journal 
clerks,  etc.  Such  standards  tend  to  define  a  dollar's  worth  of 
service  as  a  factor  in  cost  control. 

Physical  standards  have  reached  the  highest  point  of  per- 
fection in  factory  practice.  Control  over  costs  of  production 
received  first  consideration  at  the  hands  of  the  "management" 
engineers.  It  was  in  the  shop  that  attention  was  directed  to 
the  problem  of  reducing  industrial  waste.  The  plan  of  attack 
consisted,  first,  in  the  construction  of  operating  standards  ex- 
pressed in  terms  of  operating  efficiencies,  which  gave  a  physical 
norm  for  plant  running  conditions.  These  standards  were 
expressed  in  "procedures,"  or  standard  ways  of  doing  things. 

The  statistical  accounting  standards  were  built  upon  data 
obtained  from  the  standard  plant  procedures,  and  were  ex- 
pressed in  terms  of  the  limits  of  economical  performance,  that 
is,  efficient  practice  at  least  cost.  The  physical  operating  stand- 
ards practically  gave  meaning  to  the  standard  accounting  prac- 
tice. The  object  of  the  entire  plan  was  "the  regulation  of  the 
controllable  items  of  expense  on  the  basis  of  a  set  production 
program,  with  the  object  in  view  of  eliminating  unnecessary 
or  wasteful  expenditures  and  reducing  necessary  expenditures  to 
an  economical  minimum"* — in  short,  maximum  production 
at  a  minimum  of  outlay. 

*  Chapters  III  to  XIII  are  devoted  to  a  discussion  of  financial  standards. 
Perkins,  industrial  engineer,  Chrysler  Corporation,  quoted  in  American 
Management  Association  Bulletin,  Annual  Convention  Series  No.  51,  page 
50. 
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Physical  Standards  Applied  to  Production. — In  produc- 
tion plants  the  engineer  prescribed  through  a  planning  depart- 
ment the  most  efficient  plant  layout  (general  factory  plant  and 
equipment  plan)  ;  the  most  scientific  routing  process  (control 
over  the  sequence  of  work  together  with  working  instructions 
to  operators)  ;  the  most  efficient  handling  and  control  over 
materials  (sequence  of  materials  movements  and  provision  of 
required  quantities  based  on  preplanned  operating  schedules)  ; 
the  best  time  and  least  motion  required  to  perform  physical 
operations  in  which  equipment,  plant  factors,  and  human  dex- 
terity were  involved.  He  worked  out  the  best  system  for  the 
selection  of  workers  and  the  rewards  required  to  secure  and 
hold  personnel  goodwill  and  sustained  production  effort;  the 
most  economical  methods  of  power  generation  and  transmis- 
sion ;  the  most  economical  purchasing  of  materials  and  supplies 
on  the  basis  of  specifications  and  laboratory  tests.  He  also 
planned  the  execution  of  advertising  and  selling  campaigns 
based  on  market  research  and  publicity  methods.  In  short,  the 
industrial  engineer  has  worked  for  the  perfect  correlation  of 
sales  quotas,  production  quotas,  and  the  provision  of  all  facili- 
ties needed  for  a  well-synchronized  system  of  manufacture  and 
distribution  of  goods.^ 

Thus  the  engineer  carried  scientific  research  into  every 
field  that  contributed  directly  or  indirectly  to  the  making  of 
profits.  Wherever  pecuniary  outlay  was  involved,  inquiry  was 
directed  into  the  modes  employed  to  reach  desired  goals.  The 
guiding  factor  was  the  measurement  of  the  economic  cost  and 
the  specific  productivity  of  the  factors  involved  in  the  rendering 
of  service. 

Out  of  all  this  research  grew  a  system  of  scientifically  de- 

"  In  the  broader  field  of  business  enterprise,  scientific  management  has 
applied  its  general  laboratory  methods  to  such  problems  as  the  localization 
of  industries  in  general;  the  location  of  plants  within  a  given  industry  in 
the  most  strategic  spot  favorable  to  the  use  of  raw  materials,  power  labor 
supplies,  credit  facilities,  markets,  transportation,  in  addition  to  the  special- 
ized plant  problems  of  planning,  routing,  stores,  and  so  forth. 
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rived  operating  standards,  devoid  of  tradition  and  conventions 
as  the  first  means  of  eliminating  unnecessary  wastes  within  a 
given  plant  and  guaranteeing  the  economical  use  of  all  cost 
factors. 

In  this  "battle  against  waste  waged  by  science,"  most  of  the 
older  traditional  practices  of  production  technique  were  sub- 
jected to  deliberate  laboratory  tests  by  the  engineer,  who, 
spurred  on  by  the  demand  of  competition  for  lower  production 
costs,  insisted  that  those  in  charge  "show  cause"  why  machin- 
ery, equipment,  and  processes  should  not  be  subjected  to  the 
acid  test  of  efficiency  in  its  highest  form,  as  a  right  to  continue 
as  elements  of  economic  production. 

Pragmatically  the  standardization  and  systematization  of 
production,  administration,  and  marketing  technique  was  un- 
dertaken as  a  means  of  carrying  analysis  to  a  point  previously 
untouched  by  the  then  existing  systems  of  managerial  controls 
and  statistical  analyses. 

With  the  introduction  of  science  into  the  conduct  of  busi- 
ness, there  naturally  came  a  new  emphasis  in  accounting  and 
statistical  methodology,  not  essentially  antagonistic  to  the  older 
practice,  but  modifying  it  to  the  extent  of  making  it  amenable 
to  the  greater  needs  placed  upon  it  through  a  change  in  the 
arrangement  of  the  value  data  measured  and  recorded.  Cost 
accounting  was  the  first  measuring  tool  seized  upon  for  the  pur- 
pose of  accurately  assaying  the  then  current  practice,  and  in 
formulating  corrected  standards  as  guides  for  the  planning  and 
production  departments. 

With  the  construction  of  standard  layouts,  routing,  order 
of  work,  speeds,  feeds,  material  quantities  and  qualities,  wage 
rates,  etc.,  came  "standard"  costs  for  all  of  the  plant  processes. 
Standardization  in  production  procedure  has  come  to  mean  the 
best  manufacturing  practice  obtainable  in  a  given  plant.  Mod- 
ern standard  costs  measure  the  "least  cost"  required  to  pass  a 
given  product  through  the  plant  on  the  basis  of  these  prede- 
termined standard  production  procedures. 
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Standards  Applied  to  the  Administrative  Field. — The 
broader  conception  of  the  use  of  standards  and  measures  has 
placed  a  final  emphasis  on  the  "secondary"  or  managerial  sta- 
tistics of  a  business  that  make  them  "primary"  in  locating 
losses.  The  cost  accountant  and  the  general  accountant,  upon 
whom  management  has  relied  in  the  past  for  isolating  loss  fac- 
tors, now  find  a  need  for  substantially  remodeling  their  plan  of 
procedure  by  joining  forces  with  the  research  department  in 
devising  a  new  reporting  plan,  the  measuring  units  of  which 
are  expressive  of  the  shop,  administrative,  and  selling  standards 
and  performances.  Thus  conceived,  the  accountant  joins  the 
managerial  staff  as  the  "comptroller"  of  all  procedures.  He 
becomes  the  custodian  of  all  records  of  costs,  and  has  access  to 
all  detailed  control  data  covering  the  measurements  of  technical 
and  administrative  process.  All  measurements  upon  which 
planning  depends  are  his  responsibilities. 

Absolute  and  Comparative  Standards. — Absolute  or  par- 
in-performance  standards  represent  perfect  attainment.  Such 
standards  may  be  secured  from  reports  of  other  like  plants, 
or  from  the  averages  of  the  industry  as  a  whole.  They  are 
often  procurable  from  trade  association  reports.  In  these  in- 
stances the  absolute  standards  are  superimposed  from  without 
and  are  adopted  as  par  in  a  given  institution.  Or  again,  these 
absolute  standards  may  fie  devised  for  a  plant  as  a  result  of 
previous  experience  or  by  pace  setting,  time  study,  and  motion 
study.  The  standard  output  for  machine  No.  8  for  example, 
as  secured  in  other  plants,  or  by  time  study,  may  be  1,000  units 
per  eight-hour  day.  This  absolute  output  is  the  physical  stand- 
ard that  the  machine  operator  strives  to  attain  in  his  daily  work. 
Or  again,  the  financial  ratio  of  current  assets  to  current  lia- 
bilities of  a  particular  type  of  business  concern,  should  be  4  to 
I,  a  ratio  that  management  ever  strives  to  reach  and  maintain. 

In  many  instances  it  is  impossible  to  secure  a  reliable  stand- 
ard that  might  be  accepted  as  par  performance  either  from 
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external  or  internal  sources.  Comparative  reports  may  then 
be  used  as  a  standard  device  to  determine  the  fact  whether  prog- 
ress IS  bemg  made  from  a  given  point.  Since  improvement  in 
operations  is  the  desideratum,  the  comparative  report  will 
register  the  fact  whether  gains  or  losses  are  being  made  in 
various  activities.  For  example,  this  month's  or  this  year's 
labor  cost  may  be  checked  with  last  month's  or  last  year's  labor 
cost,  or  the  machine's  hourly  costs  this  period  against  last 
period.  All  such  reports  tend  to  give  a  decided  direction  to 
and  a  noteworthy  measure  of  control  over  all  productive  and 
administrative  effort. 

The  standards  and  the  performance  reports  should  be  so 
constructed  that  they  are  readily  understood  by  those  parties 
who  use  them.    They  must  of  necessity  be  accurate  in  results 
yet  adaptable  to  changes  in  the  institutional  and  personnel 
factors  found  in  the  plant. 

Accounting  Standards  and  Future  Values._In  another 
way,  standard  costs  aid  business  men  in  discounting  future 
conditions  more  successfully.  Contracts  for  the  sale  of  mer- 
chandise are  made  on  the  basis  of  future  deliveries.  Goods 
made  for  the  market  are  very  often  produced  several  months 
in  advance  of  the  actual  sale  of  the  merchandise.  Business 
has  always  been  a  matter  of  dealing  in  future  values,  and  any 
system  that  provides  a  means  of  more  accurately  forecasting 
operating  costs  and  other  expenses  of  doing  business,  makes 
a  distinct  contribution  to  the  important  service  of  lessening 
business  risks  inherent  in  the  making  of  future  commitments 

Standard  costs  of  production  enable  the  manufacturer  to 
forecast  his  costs  more  accurately  than  under  a  system  of  ac- 
counting that  gives  a  history  only  of  costs  after  goods  are 
produced.  The  same  is  true  of  the  merchandiser  who  operates 
a  budget  plan,  based  on  standard  merchandising  expenses  by 
departments  or  lines  of  goods. 

The  use  of  standard  costs  enables  the  comptroller  to  dis- 
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count  future  conditions  in  harmony  with  the  needs  of  the  sales, 
production,  and  finance  departments,  which  must  at  all  times 
look  into  the  future  in  planning  operations.  In  many  instances 
accounting  departments  lend  no  assistance  in  furnishing  data  on 
probable  future  costs  and  expenses,  because  the  system  of  rec- 
ords in  force  does  not,  and  cannot  report  on  costs  until  after 
operations  are  closed.  Past  cost  conditions  are  often  poor 
criteria  of  what  the  future  conditions  will  be.  The  automobile 
manufacturer  who  announces  the  prices  of  models  months  in 
advance  of  actual  production  and  sale,  illustrates  the  need  of 
predetermined  costs  for  planning  future  operations. 

Incidentally,  in  plants  where  selling  prices,  based  on  stand- 
ard costs,  are  set  in  advance,  an  incentive  is  furnished  to  the 
production  department  to  turn  out  the  goods  at  the  advance 
Cost  figure.  Results  are  watched  with  a  considerable  degree 
of  interest  where  tests  of  manufacturing  efficiency  are  made  on 
the  basis  of  predetermined  costs. 

The  Standard  Function  of  Budgets A  budget  forms  a 

super-standard  or  regulator  of  all  functional  operations.  It  is, 
in  fact,  a  grouping  of  the  standard  expectancies  of  alljbusiness 
activities  placed  in  a  summarized  statement.  It  is  a  standard, 
then,  in  the  sense  that  it  furnishes  the  norms  or  predetermined 
performance,  and  gives  the  report  on  the  actual  work  done  in 
all  departments.  In  the  capacity  of  forecaster  it  aids  in  apprais- 
ing the  work  of  each  functional  officer  and  sub-executive  who 
has  line  authority  over  various  sales  activities,  such  as  sales 
research,  advertising  and  sales  expenses.  Its  correlating  or 
governing  function  is  obvious.  It  "standardizes"  all  activities, 
and  records  the  results,  thereby  furnishing  a  ready  check  upon 
all  departments.  It  furnishes  the  incentive  for  securing  the 
cooperative  effort  of  department  heads  in  their  common  work 
of  securing  efficient  production  and  distribution  at  the  least  cost 

• 

in  response  to  the  demand  for  goods  created  by  the  sales 
department,  financed  by  the  finance  department. 
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The  Functions  of  the  ComptrolIer^Because  of  the  com- 
plexity and  number  of  standards  employed  in  business  control 
there  is  need  for  the  employment  of  some  central  agency  for 
correlating  all  of  the  accounting  and  statistical  data  that  make 
up  standards  and  records,  in  order  to  ascertain  whether  or 
not  all  results  measure  up  to  standard  requirements.     This 
demands  the  maintenance  of  a  central  recording  agency,  usually 
placed  under  the  line  authority  of  a  comptroller,  whose  imme- 
diate responsibilities  are:    (i)  the  codification  of  statistical 
procedure    (2)  the  definition  of  all  standards,  (3)  the  assem- 
bling of  data  that  measure  the  results  of  all  group  and  sub- 
group activities,  (4)  the  judicial  weighing  of  performance  in 
light  of  the  standard  requirements,  (5)  the  making  of  execu- 
tive reports  covering  critical  elements  that  are  "out  of  line" 
compared  with  standards,  and  (6)  the  making  of  specific  rec- 
ommendations for  managerial  action  aimed  at  the  eradication 
of  imperfections  in  technique,  in  physical  procedures,  and  per- 
sonnel  management. 

In  the  broadest  sense  the  comptroller  is  a  research  engineer 
His  tools  are  accounting  and  statistics,  the  mechanics  of  com- 
parison ;  his  field,  the  entire  scope  of  internal  and  external 
business  problems  that  are  reducible  to  mathematical  measure- 
ments and  are  of  sufficient  importance  to  demand  managerial 
attention.  ^ 

Functional  Officers  Aid  in  Constructing  Standards.-In 
the  work  of  constructing  physical,  shop,  office,  selling,  and 
financial  standards,  the  comptroller  is  naturally  aided  to  a  mat 
extent  by  the  functional  officers  whose  departments  and  activ- 
ities  are  being  measured.     In  factory  measurements,  involving 
mechanical   electrical,  and  chemical  processes,  the  engineering 
staff  virtually  assumes  the  active  work  of  systematization  and 
rate  setting.     Qualities,  quantities,  rates,  and  other  significant 
indices  that  form  the  basis  of  cost  criteria  are  formulated  by 
them.     Time  rates,  speeds,   feeds,  wage  rates,  etc.,  are  fur- 
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nished  by  those  functional  officers,  under  whose  authority  these 
activities  are  placed.  Speed  bosses  and  engineers  cooperate 
with  the  comptroller  in  working  out  the  measuring  units  that 
will  give  the  best  expression  to  the  operating  facts. 

The  gathering  of  the  shop  "performance"  data  is  often 
entrusted  as  a  special  work  to  the  cost  accounting  division.  The 
daily  records  of  equipment  processing  rates  and  of  labor  pro- 
ductivity, are  likewise  secured  by  the  cost  division  of  the 
accounting  department. 

But  it  should  be  noted  that  the  function  of  the  comptroller 
is  essentially  a  "deputy  on  missions";  he  assembles  the  data 
that  show  the  results  of  planning  and  production.  He  is  the 
reporter  on  efficiency,  not  the  general  manager;  nor  is  he  the 
shop  or  office  disciplinarian.  He  receives  the  active' coopera- 
tion of  all  departments  in  the  work  of  reporting,  and  assists 
the  operating  heads  in  analyzing  difficulties  and  in  carrying 
remedial  measures  to  the  correct  source. 

It  should  be  noted  in  passing  that  no  system  of  records  is 
in  any  way  a  substitute  for  organization  or  system.  It  is  a 
facilitating  device  for  the  improvement  of  system. 

Financial  Measurements. — Probably  the  most  important 
standard  measurements  with  which  the  comptroller  is  concerned 
are  those  used  to  analyze  the  broad  responsibilities  of  the  finan- 
cial manager.  Such  measurements  are :  ( i )  those  that  reflect 
the  status  of  the  debt-paying  capacity  of  the  firm ;  (2)  the  exist- 
ence of  faulty  financial  structural  conditions  due  to  imperfect 
methods  of  capital  financing;  (3)  the  conservation  of  working 
capital;  (4)  the  tendency  to  the  accumulation  of  general  finan- 
cial stresses  and  strains  within  the  structure  caused  by  operating 
conditions;  (5)  the  tendency  to  the  over-extension  of  partic- 
ular departments  of  the  business,  such  as  the  trading  or  the 
producing  department,  out  of  proportion  to  their  expected 
work;  (6)  the  accumulation  of  frozen  assets,  such  as  trade  ac- 
counts,  inventories,   excess  plant  investments,   etc.;    (7)   the 
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sn.p  reserves    (8)  the  protection  of  the  investment  that  exists 

secret  reserves;  (9)  the  computation  of  the  working  cadtat 
requ.rements  of  a  newly  projected  firm  and  of  a  gonHoSC 
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CHAPTER  III 

CONTROL  OVER  SOLVENCY— FISCAL 
BALANCE  SHEETS 

Hazard  of  Over-Expansion  on  the  Owner's  Equity Since 

the  violation  of  financial  laws  leads  ultimately  to  insolvency 
and  bankruptcy,  the  acute  problem  of  financial  management  in 
protecting  the  investment  is  that  of  meeting  all  debts  when 
they  fall  due.  In  reality  all  other  problems  are  of  secondary 
importance  to  this  one  problem,  just  as  all  functions  of  a  com- 
mercial bank  are  secondary  to  that  of  meeting  demand  obliga- 
tions promptly.  A  high  degree  of  control  may  be  exercised 
by  analyzing  the  immediate  conditions  that  contributed  to  the 
conditions  of  insolvency. 

One  of  the  most  prolific  causes  of  financial  disaster  is  the 
over-expansion  of  the  volume  of  business  on  a  limited  amount 
of  capital  invested  by  the  owner.  Many  business  men  find 
themselves  in  serious  difficulty  for  the  first  time  when  they 
discover  that  their  investment  is  wholly  inadequate  for  the 
scope  of  operations  necessary  to  produce  a  satisfactory  net 
income.  Again,  serious  trouble  arises  when  the  attempt  is 
made  to  enlarge  the  volume  of  business  or  to  expand  the  size 
of  the  old  plant,  without  a  sizable  increase  of  the  inside  equity. 

Ratio  of  Inside  to  Outside  Equities.— A  proper  ratio  of  in- 
side equities  to  outside  equities  in  the  business  as  a  whole  is 
one  of  the  prime  requisites  in  maintaining  control  over  finan- 
cial solvency. 

A  concern  that  has  an  inadequate  foundation  of  inside 
investment  upon  which  the  superstructure  of  credit  is  to  be 
raised,  is  structurally  defective  in  the  first  instance,  and  cannot 
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hope  to  survive.    In  short,  it  does  not  have  an  opportunity  of 
properly  functioning  as  a  business  unit. 

There  are  several  important  reasons  why  business  men  tend 
to  over-expand  operations  through  the  use  of  too  great  an 
amount  of  credit,  the  most  important  being  the  dynamic  factor 
of  ^'trading  on  the  inside  or  owner's  equity."^  It  explains 
the  tendency  toward  "shoe-string"  financing  methods  so  prev- 

^  Trading  on  the  owner's  equity  explains  in  large  part  the  causes  of 
real  estate  booms,  public  participation  in  the  stock  market  operations  and 
more  particularly,  the  use  of  short-time  and  long-time  credit  for  business 
purposes.    An  example  will  clear  up  the  point: 

A  man  has  $10,000  on  which  he  earns,  let  us  say,  20%  net,  or  $2,000 
per  year.  By  borrowing  an  additional  $10,000,  on  which  he  again  may 
earn  20%,  his  total  income  is  increased  to  $4,000.  The  interest  charge  on 
the  borrowed  $10,000  at  6%  will  cost  him  $600,  leaving  net  $1,400  for  his 
borrowed  capital.  An  increase  is  thus  made  in  his  net  income  to  $3,400 
which  raises  the  income  figure  from  20%  to  34%  on  the  invested  capital. 

If  a  second  $10,000  is  borrowed  and  makes  something  less  than  20%, 
say  15%,  on  which  6%  interest  is  paid,  the  total  net  earnings  will  be  in- 
creased to  $4,300,  or  43%  on  the  invested  capital,  an  increase  in  the  net 
income  over  the  original  figure  of  115%. 

The  dynamic  factor  is  the  rapid  progression  made  in  the  rate  of  in- 
crease in  earnings  made  by  borrowing  money  which  costs  a  lesser  amount 
than  is  earned  by  the  same  capital  in  business. 

The  balance  sheet  of  such  a  client  would  be  as  follows: 

Assets $30,000 

Outside  equities 20,000 

Inside  equities $10,000 

The  real  danger  in  this  case  will  come  from  two  immediate  sources: 
(i)  the  possible  tying  up  of  assets  in  an  unliquid  condition,  such  as  frozen 
inventories,  in  slow  accounts,  or  in  the  plant,  making  it  impossible  to  pay 
debts  at  maturity;  or  (2)  the  lowering  of  the  rate  of  earnings  to  a  point 
that  will  make  it  impossible  to  earn  the  interest  charges,  a  condition  that 
inevitably  will  lead  to  bankruptcy. 

If  in  the  illustration  above,  the  earnings  in  a  series  of  bad  years  should 
decline  to  3%  on  the  capital  employed,  the  income  will  amount  to  only  $900, 
or  $300  less  than  sufficient  to  cover  the  interest  charges  on  the  borrowed 
capital.  If  the  earnings  turn  into  a  deficit  on  the  capital,  the  loss  increases 
at  a  progressive  rate.  A  10%  loss  on  the  total  capital  would  amount  to 
$3,000,  or  2j/^  times  the  interest  costs.  If  no  borrowing  were  made  in  this 
latter  instance,  the  loss  would  amount  to  only  $1,000,  or  10%  of  the  owner's 
equity. 

But  where  the  firm  has  become  over-extended  by  the  borrowing  of  the 
$20,000,  it  will  require  only  3  i  /3  years  with  a  10%  loss  to  completely 
wipe  out  the  entire  investment  of  the  owner,  a  condition,  however,  that 
probably  would  not  be  allowed  to  run  to  such  extremes  by  most  creditors 
and  bankers.  See  Hastings  Lyon,  Corporation  Finance,  Chapter  II. 
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alent  in  this  country.  Because  of  the  shortage  of  investment 
capital,  an  attempt  is  frequently  made  to  use  credit  in  undue 
amounts  without  adequate  protection  in  the  form  of  a  proper- 
sized  capital  investment. 

Report  Form  Balance  Sheet.— The  report  form  balance 
sheet  shown  below  and  in  Figure  i  features  the  strength  of  the 
foundation  of  the  enterprise  by  showing  this  important  fact. 
The  following  balance  sheet  will  illustrate  the  point : 

Current  Assets $  75,000 

Fixed  Assets 150,000 

Total  Assets $225 ,000 

Current  Liabilities $  50,000 

Fixed  Liabilities 90,000 

Total  Liabilities  or  Outside  Equities      140,000    62.2% 
Net  Worth  or  Inside  Equity $  85,000    37 .8% 

Here  the  owners  have  invested  $1.00  for  every  $l647 
invested  by  the  creditors.  The  ratio  indicates  an  "unfavorable" 
financial  structural  condition  for  the  majority  of  cases.  The 
pyramid  of  credit  is  inverted  and  has  the  general  impression 
of  topheaviness.  Only  37.8%  of  the  total  investment  is  rep- 
resented by  the  inside  equity.  The  remaining  62.2%  is  the 
outside  equity. 

If  the  ratio  of  inside  equities  to  outside  equities  were 
reversed  in  the  above  case  so  that  the  balance  sheet  registered 
the  following  facts, 

Current  Assets $  75,000 

Fixed  Assets 150,000 

Total  Assets $225,000 

Current  Liabilities $  15,000 

Fixed  Liabilities 50,000 

Total  Liabilities 65,000     28.88% 

Net  Worth $160,000    71.12% 
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Balance  Sheet 


December  31,  1927 


Rogue  River  Woolen 
MUls  Co. 


ASSETS 

Current  Assets: 

Cash.  •••.....•:; $119. 126.06 

Accounts  Receivable I  63,492.58 

Less  Reserve  Bad  Debts        2,918.62        60,573.96 

Inventories  (Scheduled) 277 .  183 .  00 

Securities 1,000.00 


Total  Current  Assets $457. 883.02 

Fixed  Assets: 

Buildings  and  Machinery  $341,378.14 
Less  Reserve  Deprecia- 

^^°" 26,701.09    $314.67705 


Workmen's  Houses  (net) , 


1,610.99 


Total  Fixed  Assets 316,288.04 

Deferred  Charges: 

Prepaid  Expenses  (Scheduled) 5.969.37 

Total  Assets $780,140.43 

LIABILITIES 

Current  Liabilities: 

Notes  Payable    $225,000.00 

Accounts  Payable 313  45 

Total  Current  Liabilities 225,313  45     28.9% 

NETWORTH  $554.826.98     7x1% 

Capital  Stock: 

Outstanding $362,500.00 


Surplus: 

Balance,  Jan.  i,  1927 $139,246.43 

Net  Profit,  Dec.  31,  1927       53.080.55 


192,326.98    $554,826.98 


Figure  i.    Report  Form  Balance  Sheet  of  a  Going  Concern 
Features:  (i)  Ratio  of  Inside  Equities  to  Outside  Equities.     (2)  Credit  Report. 
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the  position  of  the  concern  would  be  greatly  improved  because 
of  the  strengthening  of  the  foundation.    Trading  on  the  equity, 
in  the  first  case,  has  presumably  gone  too  far,  and  has  jeopard- 
ized not  only  the  creditors',  but  also  the  owners*  investment. 
The  correct  ratio  of  ownership  to  borrowed  capital  is  largely 
a  question  of  individual  cases,  and   is  based  somewhat  on 
local  conditions.     It  tends  to  vary  with  the  type  of  business, 
the  rapidity  of  turnover  of  the  assets,  the  length  of  credit  terms 
extended  by  wholesalers,  and  lastly,  the  ratio  of  the  fixed  or 
funded  debt  to  the  current  debt.    The  personal  factor  naturally 
enters  into  the  situation  to  a  large  extent  in  determining  the 
safety  ratio;  an  amount  which  through  successful  experience 
might  be  considered  a  safe  ratio  in  one  case,  might  be  deemed 
unsafe  in  another  case.    The  trend  of  the  ratio  is  an  important 
factor  to  note  in  checking  financial  structural  conditions  and 
in  the  standardization  of  financial  ratios.     If  the  trend  of  the 
ratio  is  tending  to  narrow  down  from  say  a  55-45  of  inside  to 
outside  equities,   respectively,   to  a   50-50  and  40-60   ratio 
respectively,  the  trend  is  unsafe  and  points  to  difficulties  ahead 
for  the  financial  engineer. 

Ratio  of  Funded  Debt  to  Current  Debt. ^A  large  super- 
structure of  credit  may  be  carried  on  the  inside  equity  if  pre- 
caution is  observed  in  maintaining  a  proper  equilibrium  between 
the  more  volatile  short-time  credit  and  the  long-time  credit. 
If  the  business  be  one  of  stable  earnings,  unaffected  by  sea- 
sonal and  cyclical  changes,  and  if  there  be  a  high  degree  of 
control  over  the  overhead  expenses,  the  total  volume  of  credit 
may  be  increased  through  the  conversion  of  a  portion  of  cur- 
rent liability  to  fixed  liabilities.^  Other  factors  remaining  the 
same,  a  larger  per  cent  of  funded  debts  (mortgages  and  bonds) 
compared  to  current  or  unfunded  debts,  connotes  strength 
rather  than  weakness.  A  balance  sheet  reflecting  the  liability 
position  in  Case  I  below,  indicates  a  safer  position  for  the 

*  Called  funding  of  current  debts. 
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owner  than  is  found  in  Case  II,  assuming  that  the  total  credit 
load  is  not  over-extended. 

Case  I 

Current  Assets $i7S,ooo 

Fixed  Assets 375  000 

Total  Assets $450,000 

Current  Liabilities $  40  000 

Funded  Debt [][[[     150I000 

Total  Liabilities 190,000 

Net  Worth $260,000 

Case  II 

Current  Assets %iy^ ^000 

Fixed  Assets 275 ,000 

Total  Assets $450,000 

Current  Liabilities $150,000 

Funded  Debt 40,000 

Total  Liabilities iqq  000 

Net  Worth $260,000 

The  larger  funded  debt  in  Case  I  places  the  maturity  of 
the  obligation  into  the  future  and  relieves  the  current  asset 
department  of  the  immediate  necessity  of  paying  out  cash  to 
redeem  short-time  obligations.  The  necessity  for  carrying  a 
relatively  larger  amount  of  fixed  liabilities  might  be  dictated 
by  the  fact  of  a  slower  turnover  of  current  assets,  coupled 
with  short  credit  terms  from  wholesalers.  Case  II  might  be  the 
instance  of  a  faster  turning  current  assets  group,  or  longer 
wholesale  credit  terms.  Safety  from  the  hazard  of  the  slow- 
ing down  of  the  turnover  of  inventories  and  receivables  or 
the  quickening  of  the  demand  obligations  would  be  found  in 
a  report  that  showed  the  funding  of  a  portion  of  the  current 
liabilities,  or  an  increase  in  the  ratio  of  inside  to  outside 
equities. 
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Standards  for  Measuring  Debt-Paying  Capacity. — As  the 
superstructure  of  credit  grows  in  dimensions  based  on  the 
limited  foundation  of  the  inside  equity,  due  to  an  increased 
volume  of  business,  the  question  is  raised  as  to  how  far  the 
financial  building  can  proceed  without  becoming  over-extended 
in  short-time  commitments  from  wholesalers  and  bankers.  In 
other  words,  an  answer  is  demanded  of  the  financial  depart- 
ment for  a  ready  means  of  determining  from  the  financial 
statements  the  technique  that  will  register  the  debt-paying 
capacity. 

Turnover  Rates  and  Solvency—It  must  be  readily  under- 
stood that  the  ability  to  pay  debts  is  dependent  upon  the  amount 
of  the  current  liquid  property  owned,  and  the  rate  at  which 
it  turns  into  cash  in  the  ordinary  course  of  business.  The 
more  rapidly  the  current  assets  turn  into  cash,  the  higher  is 
the  capacity  for  debt  payment,  and  the  less  will  be  the  amount 
of  current  property  required  for  a  given  volume  of  business. 
A  small  but  rapidly  turning  merchandise  stock  will  carry  a 
larger  total  volume  of  annual  business  than  will  a  slow-turning 
merchandise  stock.  The  credit  needed  for  carrying  the  former 
necessarily  will  be  smaller  for  a  given  volume  of  trade  than 
where  the  turnover  is  slow.'  One  of  the  indices  then  of  debt- 
paying  capacity  is  "volatility"  of  merchandise  stock  and  cus- 
tomer accounts. 

But  to  properly  check  this  debt-paying  factor  it  will  be 
necessary  to  take  into  account  the  amount  of  credit  carried 
from  wholesalers  and  its  rate  of  turnover,  i.e.,  the  length  of 
credit  terms.  If  the  business  has  the  proper  owner's  invest- 
ment in  the  current  assets  at  all  times,  no  trouble  will  arise 
in  meeting  current  indebtedness.  The  sufficiency  of  the  inside 
equity  in  the  working  asset  department  is  a  guaranty  that  all 
^ebtsjvill  be  met  at  maturity,  through  the  supplying  of  the 

XnUnd  Xiv!"'  "^^'"""^^^  °^  ^°^^^"K  capital  requirements,  see  Chapters 


II 
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owner's  money  at  the  critical  time  when  the  collections  from 
customers  and  from  cash  sales  are  insufficient  for  meeting 
the  debts. 

Working  Capital  Requirements.— The  first  standard 
measurement  of  the  debt-paying  capacity  of  a  business  is  the 
predetermmed  long-term  investment  in  the  cash,  merchandise 
stock,  raw  materials,  and  accounts  receivable.  If  in  a  given 
case  the  required  long-term  investment  in  current  assets  may 
be  computed  or  preplanned  at  $75,000,  and  if  the  actual  invest- 
ment is  only  $55,000,  a  shortage  of  $20,000  will  be  registered, 
an  amount  that  must  be  invested  if  the  debt-paying  capacity  is 
to  be  raised  to  par. 

Ratio  of  Current  Assets  to  Current  Liabilities.— The 
second  standard  measure  of  the  debt-paying  capacity  is  the 
liquidity  ratio,  or  the  ratio  of  current  assets  to  current  liabil- 
ities. The  liquidity  ratio  is  the  relationship  existing  between 
the  amount  of  current  assets  and  the  current  liabilities.  If  the 
total  current  assets  amount  to  $175,000  and  the  current  liabil- 
ities to  $50,000,  the  liquidity  ratio  is  31^  to  i,  which  means 
that  there  are  $3.50  worth  of  current  assets  with  which  to  meet 
every  $1.00  of  current  debts.  The  amount  of  working  cap- 
ital, or  net  free  current  assets  after  paying  current  liabilities  is 
here  $125,000,  the  difference  between  the  two  amounts.  This 
latter  figure  is  the  long-term  equity  in  the  trading  and  work- 
ing  department.*  The  balance  of  the  current  assets  used  in 
this  department  naturally  is  supplied  by  the  short-term  cred- 
itors, principally  wholesalers,  jobbers,  and  bankers. 

The  standard  requirement  of  the  liquidity  ratio  varies  for 
each  individual  concern.  A  ratio  suitable  for  one  concern  may 
be  wholly  inadequate  for  another.  In  one  instance  a  ratio  of  2 
to  I  may  suffice;  in  another  a  ratio  of  6  to  i  may  be  needed  to 

*  It  must  be  noted  that  the  long-term  investment  in  current  assets  mav 
consist  of  long-term  liabilities,  the  owner's  investment  or  surplus  profits  or 
reserves,  and  not  the  owner's  investment  alone. 
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keep  a  concern  solvent.'  The  higher  the  ratio  the  more  liquid 
is  its  position,  provided  the  assets  are  readily  convertible 
into  cash. 


Current 

Cash % 

Raw  Materials . . . 
Finished  Goods.. . 
Goods  in  PTocess.. 
Accounts  Receiv- 
able  


Assets 

40,000 

40,000 

60,000 

8,500 

90,000 


Total  Current  Assets $238 ,  500 

Fixed  Assets 

Plant $100,000 

Equipment 40,000 

Furniture,  etc 20, 000 


Total  Fixed  Assets 160, 000 


$398,500 


Current  Liabilities 

Bank  Loans $  50,000 

Accounts  Payable       60,000 
Acceptances 10,000 


Total  Current  Liabilities  .     $1 20 ,  000 


Fixed  Liabilities 
AND  Capital 

Bonds $  75,000 

Conunon  Stock. . .  100,000 
Preferred  Stock. . .  50 ,  000 
Surplus 53.500 


Total  Fixed  Liabilities. . .       278,500 


$398,500 


Working  Capital,  $118,500.    Liquidity  Ratio,  1.98  to  i. 


Figure  2.    Account  Form  Balance  Sheet  Featuring  Ratio  of  Current  Assets  to 

Current  Liabilities 

Ratio  of  Quick  Assets  to   Quick  Liabilities A  third 

standard  measure  of  debt-paying  capacity  is  the  ratio  of  "quick 
assets  to  quick  liabiHties"  and  is  more  searching  in  its  analysis. 
Quick  assets  are  those  current  assets  that  are  more  readily  con- 
vertible into  cash,  and  may  be  measured  from,  (i)  a  going 
concern  viewpoint,  or  (2)  a  liquidation  viewpoint.  In  the 
former  case  the  quick  assets  consist  of  the  cash  and  the  cur- 
rent live  accounts  receivable  that  will  be  collected  in  the  normal 
customer  credit  term.  From  a  liquidation  standpoint  the  quick 
assets  consist  of  the  readily  convertible  assets  at  a  forced  sale. 

The  latter  method  of  rating  debt-paying  capacity  is  the 
practice  followed  by  many  bankers  and  credit  men  as  the 
"acid"  test  of  solvency,  and  leads  to  a  standard  measurement 
that  is  more  conservative  than  the  use  of  the  current  or 

For  a  fuller  discussion  of  a  safe  liquidity  ratio  see  Chapter  XIIL 


40 


ACCOUNTING  REPORTS  IN  MANAGEMENT         [Ch.  3 

Federal  Reserve  Board 


Ch.  3] 


FISCAL  BALANCE  SHEETS 


41 


Form  of  Balance-Sheet 


ASSETS 
Cash: 

la.  Cash  on  hand — currency  and  coin 

lb.  Cash  in  bank !..!!.! 

Notes  and  accounts  receivable: 

3-  Notes  receivable  of  customers  on  hand  (not  past  due) 

5.  Notes  receivable  discounted  or  sold  with  indorsement  or 

guaranty 

7.  Accounts  receivable,  customers  (not  p>ast  due) 

9.  Notes  receivable,  customers,  past  due  (cash  value,  $ ) 

IX.  Accounts  receivable,  customers,  past  due  (cash  v^ue,  $ ) 


Less: 

13.  Provisions  for  bad  debts 

15.  Provisions  for  discounts,  freights,  allowances, 

etc 

Inventories: 

17.  Raw  material  on  hand 

19.  Goods  in  process 

21.  Uncompleted  contracts 

Less  payments  on  account  thereof 


LIABILITIES 
BUls,  notes,  and  accotmts  payable: 
Unsecured  bills  and  notes — 

a.  Acceptances  made  for  merchandise  or  raw  material  pur- 
chased  

4.  Notes  given  for  merchandise  or  raw  material  purchased. 

6.  Notes  given  to  banks  for  money  borrowed 

8.  Notes  sold  through  brokers 

10.  Notes  given  for  machinery,  additions  to  plant,  etc. ..... 

la.  Notes  due  to  stockholders,  officers,  or  employees 

Unsecured  accounts — 

14.  Accounts  payable  for  purchases  (not  yet  due) 

16.  Accounts  payable  for  purchases  (past  due) 

18.  Accounts  payable  to  stockholders,  officers,  or  emidoyees. 

Secured  liabilities — 

20a,  Notes  receivable  discounted  or  sold  with  indorsement  or 

guaranty  (contra) 

20b.  Customers'  accounts  discounted  or  assigned  (contra).. . 

aoc.  Obligations  secured  by  liens  on  inventories 

aod.  Obligations  secured  by  securities  deposited  as  collateral 


23-  Finished  goods  on  hand. . . 
Other  quick  assets  (describe  full^): 


Total  quick  assets  (excluding  all  investments) 

Securities: 

25.  Securities  readily  marketable  and  salable  without  impairing 
the  business 

27.  Notes  given  by  officers,  stockholders,  or  employees 

29.  Accounts  due  from  officers,  stockholders,  or  employees 


Total  current  assets 

Fixed  assets: 

31.  Land  used  for  i^ant 

Building  used  for  plant 

Machinery , 

Tools  and  plant  equipment , 

Patterns  and  drawings 

Office  furniture  and  fixtures 

Other  fixed  assets,  if  any  (describe  fully) . 


33. 
35- 
37. 
39. 
41. 

43. 


Less: 

45.  Reserves  for  depreciation. 


Total  fixed  assets 

Deferred  charges: 

47.  Prepaid  expenses,  interest,  insurance,  taxes,  etc. 
Other  assets  (49) 


Total  assets . 


Figure  3.    Account  Form  of  Balance  Sheet  Adopted  by  th< 


a  a.    Accrued  liabilities  (interest,  taxes,  wages,  etc), 
Other  current  liabilities  (describe  fully): 


Total  current  liabilities. 


Fixed  liabilities: 

24.  Mortgage  on  pLant  (due  date ) 

26.  Mortgage  on  other  real  estate  (due  date ) . . . 

Chattel    mortgage    on    machinery    or    equipment 

date ) 

Bonded  debt  (due  date ) 


a8. 


(due 


30. 
32. 


Other  fixed  liabilities  (described  fully): 


Total  liabiUties. 


Net  worth: 

34*  If  a  corporation — 

(a)  Preferred  stock  (less  stock  in  treasury) , 

(b)  Common  stock  (less  stock  in  treasury) . 

(c)  Surplus  and  imdivided  inx>fits , 


Less: 


(i)  Book  value  of  goodwill. 
(«)  Defidt 


36.  If  an  individual  or  partnership — 

(a)  Capital 

(b)  Undistributed  profits  or  defidt . 


Total. 


Federal  Reserve  Board,  Showing  Detailed  Classification  of  Items 
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liquidity  ratio.  In  fact,  the  practice  of  using  the  liquidation 
values  of  assets  in  computing  immediate  solvency  has  lead 
mdirectly  to  the  customary  2  to  i  ratio,  which  is  a  liquidation 
ratio  based  on  the  possible  shrinkage  of  current  assets.  The 
2  to  I  ratio  indicates  a  possible  outside  loss  of  50%  for  all 
assets  to  be  sold  under  the  hammer  before  creditors  will  lose 
If  the  ratio  be  less  than  this  figure,  it  indicates  possible  loss 
to  creditors. 

Account  Form  Balance  Sheet^The  ratio  of  liquidity  is 
readily  featured  in  an  account  form  balance  sheet,  because  of 
the  ease  with  which  the  current  assets  and  liabilities  are 
compared. 

For  example,  in  the  balance  sheet  form  in  Figure  2  the 
current  assets  total  can  be  readily  checked  against  the  current 
liabilities,  and  the  liquidity  ratio  readily  determined  at  a  glance 

A  detailed  balance  sheet  in  account  form,  adopted  by  the 
Federal  Reserve  Board  for  credit  purposes  is  shown  in 
Figure  3. 

"Window  Dressing"  and  the  Liquidity  Ratio^The  cur- 
rent liquidity  ratio  may  be  falsely  stated  and  given  a  "paper- 
status  that  is  not  justified  by  the  actual  financial  facts,  through 
the  process  of  manipulation  that  in  some  cases  amounts  to 
sharp  practice.     The  most  reprehensible  of  these  practices  is 
the  making  of  a  normal  sale  to  an  outside  party  at  a  substan- 
tial profit  without  the  actual  transfer  of  the  title  to  the  goods 
The  making  of  the  "sale"  causes  an  increase  in  accounts  receiv- 
able by  the  amount  equal  to  the  cost  of  goods  plus  the  gross 
trading  profit.    If  the  inventory  is  not  reduced  by  the  cost  of 
such  a  sale,  an  absolute  duplication  of  assets  results. 

"Window  Dressing"  Illustrated.-  The  liquidity  ratio  and 
the  working  capital  are  given  a  fictitious  status,  as  witnessed  by 
the  following  two  statements : 
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Balance  Sheet  before  "Window  Dressing" 

Current  Assets: 

Cash $  20,000 

Merchandise 50.000 

Receivables 75 ,000 

Total $145 ,000 

Current  Liabilities 60,000 

Working  Capital $  85  ,ocx> 

Liquidity  Ratio,  2.41  to  i. 

Balance  Sheet  after  "Window  Dressing" 

Current  Assets: 

Cash $  20,000 

Merchandise 50,000 

Receivables 125,000 

Total $195,000 

Current  Liabilities 60,000 

Working  Capital $135 ,000 

Liquidity  Ratio,  3.25  to  i. 

The  practice  obviously  has  no  ethical  sanction.®  The  illus- 
tration is  given  here  to  show  the  possibilities  in  the  case,  and 
to  give  emphasis  to  the  need  for  securing  professional  service 
in  the  auditing  of  accounts  and  financial  statements. 

"Window  dressing**  may  be  done  in  a  more  subtle  way 
with  the  knowledge  and  consent  of  the  manager;  or  it  may 
result  as  a  natural  consequence  of  seasonal  operations  and  be 
unknown  to  the  management. 

Where  there  is  some  working  capital  shown  in  the  state- 
ment, the  ratio  of  current  assets  to  current  liabilities  may  be 
improved,  i.e.,  made  larger,^  through  the  process  of  paying 
down  the  current  liabilities  through  a  rigorous  collection  policy 

•  Such  flagrant  cases  of  abuse  have  been  reported  by  practicing  ac- 
countants. 

'  In  this  case  there  is  no  increase  in  the  absolute  amount  of  working 
capital  as  in  the  case  of  the  fictitious  sale  of  merchandise  to  accounts  re- 
ceivable. 
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that  results  in  the  reduction  of  current  accounts  receivable. 
The  same  effect  can  be  secured  by  the  selling  of  goods  for 
cash,  the  paying  oflf  of  current  debts,  and  the  non-purchase  of 
new  goods  to  replace  the  old  goods  sold.  The  non-purchase  of 
new  goods  m  .tself  keeps  down  the  amount  of  current  liabilities. 

facts  •  ^°'  ^'^"'^^^'  "^y  ^^°^  ^^^  following 

Current  Assets: 

Cash ^ 

Raw  Materials!  *. '  ^°'°°° 

Finished  Goods       1°'°°° 

Goods  in  Process'. '.'.'. ^'°°° 

Accounts  Receivable  '^°° 

90.000 

Total  Assets TTZ 

♦238,500 

Current  Liabilities... 

120,000 

Working  Capital ^^^^ 

Liquidity  Ratio,  1.98  to  i.  ' 

By  collecting  the  recdvables  down  to,  say,  $4o,cxx)  and 
reducing  the  finished  goods  by  cash  sales  to  $30,000,  and 
applying  the  $80,000  cash  collected  to  reducing  the  current  lia- 
bilities, the  balance  sheet  will  show  the  following  condition 
which  reflects  an  improved  liquidity  position : 

Current  Assets: 

Cash ^ 

Raw  Materials. *  ^°'°°° 

Finished  Goods      ^°'°°° 

Goods  in  Process. '.'.'. ^0'°°° 

Accounts  Receivable.  '^°° 

40,000 

'^^*"'^^*« i^^ 

Current  Liabilities.. 

40,000 

Working  Capital ^^^ 

Liquidity  Ratio,  3.96  to  i. 

If  preplanned  as  a  temporary  expedient   for  securing  a 
loan,  the  effect  of  this  display  of  improved  liquidity  ratio,  in 
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some  cases,  results  in  the  extension  of  an  enlarged  credit  from 
the  bank  that  might  otherwise  be  refused. 

If  after  securing  a  loan  from  the  bank  of,  let  us  say, 
$75,000,  on  the  strength  of  the  ratio,  the  total  volume  of 
wholesale  credit  is  raised  to  its  former  amount  of  $120,000, 
the  balance  sheet  will  show  the  following  condition: 

Current  Assets $313,500 

Current  LiabUities i95,ooo 

Working  Capital $118,500 

Liquidity  Ratio,  1.6  to  i. 

This  balance  sheet  position  was  not  presented  to  the  banker 
for  original  loan  purposes,  where  the  ratio  was  3.96  to  i  and 
not  the  reduced  ratio  of  1.6  to  i. 

In  all  cases  illustrated  above  where  "window  dressing" 
resulted  from  the  payment  of  liabilities  through  the  reduction 
of  current  assets,  the  working  capital  remained  unchanged  at 
$118,500.  Even  after  the  bank  loan  of  $75,000  was  made, 
the  figure  was  unaltered. 

Trading  on  the  Working  Capital  Equity  and  the  Liquid- 
ity Ratio. ^The  current  ratio  is  lowered  by  the  increased  ex- 
pansion of  current  assets  on  short-term  credit.  As  more 
trading  is  done  on  a  given  investment  of  net  working  capital, 
an  increase  is  made  in  both  the  current  assets  and  the  current 
liabilities ;  but  as  the  net  working  capital  is  not  increased,  the 
liquidity  ratio  declines.  A  balance  sheet,  for  example,  may 
show: 

Current  Assets $i75,ooo 

Current  LiabUities 5o,ooo 

Working  Capital $125,000 

Ratio,  3.50  to  I. 
Later,  $100,000  in  current  assets  are  secured  on  short-term 
credit.    The  balance  sheet  will  then  show : 


i 
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Current  Assets: .  * 

Current  Liabilities ♦275,000 

150,000 

Working  Capital i 

^  1125,000 

Ratio,  1.83  to  I. 

If  an  additional  $100,000  of  current  assets  are  secured,  the 
balance  sheet  will  show : 

Current  Assets « 

Current  LiabUities. .       ♦375,ooo 

250,000 

Working  Capital ..:...  7 

^  1125,000 

Ratio,  1.50  to  I. 

While  the  absolute  inside  investment  in  the  current  assets 
has  remained  the  same,  the  ratio  of  liquidity  has  fallen  from 
3.50  to  I,  to  1.50  to  I,  with  a  corresponding  weakening  of  the 
credit  position  and  the  debt-paying  ability.  The  capacity  for 
paying  debts  at  maturity  becomes  progressively  more  difficult 
(I)  as  the  pyramid  is  extended,  or  (2)  if  the  turnover  of  the 
assets  IS  not  increased  sufficiently  to  meet  the  payment  of  the 
payables  at  maturity,  or  (3)  if  the  assets  become  unliquid. 

Two  factors,  then,  determine  the  ratio  of  current  assets  to 
current  liabilities.  They  are,  first,  the  absolute  amount  of  the 
investment  m  current  assets  made  by  the  owner,«  and  second 
the  extent  to  which  trading  is  done  on  this  inside  equity.  Stated 
otherwise,  the  liquidity  ratio  is  a  function  of  two  variables  of 
(I)  the  amount  of  working  capital,  and  (2)  the  extent  of  cur- 
rent  credit  operations. 

The  greater  the  credit  trading  on  the  owner^s  equity  in 
current  assets,  the  lower  the  ratio;  the  less  the  credit  trading 
the  higher  the  ratio.  But  the  foundation  of*  the  trading  lies 
in  the  size  of  the  long-time  investment  in  this  department  The 
larger  the  long-term  investment  in  current  assets,  the  higher 
theratio;  the  smaller  the  investment,  the  lower  the  ratio. 

"Or  by  the  investment  of  money  raised  throueh  the  flotatinn  ^f  1 
term  securities,  or  through  the  directing  of  the  investment  of  nmfitc      L°"^" 
serves  into  these  assets.  'nvesiment  ot  profits  and  re- 
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Hazard  of  Incorrect  Financing  of  Fixed  Assets. — A  study 
of  balance  sheets  would  be  incomplete  without  the  erection  of 
a  standard  for  measuring  the  efficacy  of  the  plan  for  correctly 
financing  and  carrying  fixed  assets.  The  incorrect  financing  of 
fixed  assets,  according  to  eminent  authorities,  in  the  last  anal- 
ysis is  the  cause  of  most  failures  of  large  industrials.  The 
incorrect  handling  of  fixed  assets  by  commercial  bankers  has 
caused  scores  of  failures  in  the  banking  field  as  well.  The 
error  usually  consists  of  tying  short-term  obligations  to  "brick 
and  mortar"  assets.  Land,  buildings,  and  equipment  naturally 
do  not  "turn"  into  cash  as  a  means  of  paying  short-term  obli- 
gations. Their  function  is  that  of  processing,  transporting, 
storing,  etc.,  and  last  but  not  least,  that  of  credit  utilization 
in  raising  finances  for  extensions,  betterments,  and  for  work- 
ing capital  purposes. 

In  the  early  stages  of  promotion,  when  the  plant  is  initially 
financed,  the  source  of  funds  for  financing  fixed  assets  comes 
from  stocks,  bonds,  mortgages,  or  a  combination  of  these  long- 
term  securities.  When  properly  engineered,  no  current  debts, 
such  as  bankers*  loans  or  contractors*  obligations,  should  be 
used  to  purchase  the  real  estate  and  plant,  which  is  the  most 
unliquid  of  all  the  property  owned  except  the  intangibles.  Cur- 
rent debts  are  met  out  of  the  proceeds  secured  from  the  turn- 
over of  current  assets,  not  out  of  the  proceeds  of  the  turnover 
of  the  "brick  and  mortar*'  department. 

The  violation  of  the  principle  of  creating  fixed  assets  on 
short-term  credit  is  too  far-reaching  in  its  effects  to  be  com- 
mitted by  anyone  except  the  financial  novice  or  the  person  who 
has  been  unable  to  complete  his  financial  program  through  the 
funding  of  the  current  construction  costs.  The  situation  exists 
in  some  new  firms  and  can  be  detected  by  the  prospective 
investor  or  creditor  through  an  analysis  of  the  balance  sheet. 

The  Ratio  of  Capital  Assets  to  Capital  Liabilities. The 

three  balance  sheets  in  Figure  4  show  at  a  glance,  by  featuring 
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the  ratio  of  capital  or  fixed  assets  to  "capital"  liabilities  (stocks 
and  funded  debts),  the  important  fact  as  to  how  the  fixed 
assets  have  been  financed  and  whether  insolvency  is  imminent 
through  the  violation  of  this  financial  law. 

Balance  Sheet— A.  B.  C.  Co. 

Department  A,  Capital  Section 

Real  Estate $100,000        Common  Stock $125,000 

Buildings 150,000        Preferred  Stock 100,000 

Equipment 75,000        Bonds 75, 000 

Intangibles 50,000 


Total, 


$375,000       Total $300,000 


Ratio  of  Capital  Assets  to  Capital  Liabilities,  i^i  to  i 

Balance  Sheet— X.  Y.  Z.  Co. 

Department  A,  Capital  Section 

Real  Estate $100,000 

Buildings 150,000 

Equipment 75 ,000 

Intangibles 50,000 


Common  Stock $125,000 

Preferred  Stock 100,000 

Bonds 150,000 


Total $375,000        Total $375,000 

Ratio  of  Capital  Assets  to  Capital  Liabilities,  i  to  i 

Balance  Sheet— W.  &  Co. 
Department  A,  Capital  Section 

Real  Estate $100,000 

Buildings 150,000 

Equipment 75 ,000 

Intangibles 50,000 


Common  Stock $125 ,000 

Preferred  Stock 100,000 

Bonds 200,000 


Total $375,000        Total $425,000 

Ratio  of  Capital  Assets  to  Capital  Liabilities,  .88  to  i 

Figure  4.    Showing  Balance  Sheet  Indices  that  Feature  Correct  and  Incorrect 

Financing  of  Fixed  Assets 

The  balance  sheet  of  the  A.  B.  C.  Co.  shows  this  con- 
cern's financial  condition  to  be  structurally  defective.  The 
fixed  assets  are  greater  than  the  capital  liabilities,  as  indicated 
by  the  ratio  ij4  to  i  of  total  fixed  assets  to  stocks  and  bonds. 
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By  dividing  the  balance  sheet  into  Department  A,  the  "cap- 
ital section,"  and  Department  B,  the  "working  capital  section," 
it  will  be  noted  that  the  fixed  assets  have  not  been  financed 
entirely  by  long-term  securities,  but  have  $75,000  of  short- 
term  credits  "tied"  to  them.  The  completed  balance  sheet 
shows  the  following  condition : 

Balance  Sheet — A.  B.  C.  Co. 

Department  A,  Captial  Section 

Plant  and  Intangibles. . .  $375,000        Capital  Liabilities $300,000 

Department  B,  Working  Capital  Section 
Current  Assets o  Current  Liabilities 7S)Ooo 

Total  Assets $375 ,000        Total  Liabilities. ... $375 ,000 

It  has  required  $75,000  of  current  liabilities  to  complete 
the  financing  of  the  plant  and  intangibles.  In  this  case,  two 
serious  financial  problems  confront  management,  the  first  one 
being  the  payment  at  maturity  of  the  short-term  loans  used  to 
complete  the  plant.  There  are  no  current  liquid  assets  with 
which  to  meet  them;  and  there  will  be  no  excess  of  current 
assets  over  current  liabilities  until  profits  are  made.  The  fixed 
assets  cannot  be  used  as  means  of  payment.  The  immediate 
flotation  of  securities  is  practically  the  only  answer  to  the 
problem,  if  insolvency  is  to  be  escaped  in  the  near  future.  The 
second  problem  is  the  securing  of  net  free  working  capital, 
without  which  successful  operations  are  impossible.  The  cur- 
rent borrowing  limit,  and  incidentally  the  debt-paying  capacity 
in  the  above  illustration  is  zero. 

The  structure  of  the  X.  Y.  Z.  Co.,  while  showing  an 
improvement  over  that  of  the  A.  B.  C.  Co.,  is  not  without 
its  defects.  Its  balance  sheet  shows  a  condition  of  equality 
in  the  ratio  between  capital  assets  and  capital  liabilities.  The 
X.  Y.  Z.  Co.  has  completed  its  financing  to  the  extent  of  reliev- 
ing the  plant  of  any  current  debts.  However,  no  free  working 
capital  has  been  provided  for  merchandising  purposes.     Any 
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additional  funds  for  carrying  materials,  payrolls,  etc.,  must  be 
supplied  by  the  general  creditors  of  the  firm.  The  completed 
balance  sheet  of  the  X.  Y.  Z.  Co.  below,  shows  the  following 
condition : 

Department  A 

Capital  Assets $375iOoo        Capital  Liabilities $37Si000 

Department  B 
Current  Assets 150,000        Current  Liabilities 150,000 


$525,000 


$525,000 


All  of  the  current  assets  have  been  financed  by  current 
liabilities.  The  excess  of  the  former  over  the  latter  is  zero, 
a  condition  that  indicates  an  absence  of  working  capital. 

The  W.  &  Co.  is  a  more  nearly  structurally  perfect  concern 
than  the  two  preceding  cases.  No  short-term  obligations  are 
tied  to  the  fixed  assets ;  net  free  working  capital  has  been  sup- 
plied through  the  instrumentality  of  long-term  or  funded  lia- 
bilities that  have  a  remote  maturity.  The  ratio  of  fixed  assets 
to  capital  liabilities,  .88  to  i,  indicates  soundness  of  the  finan- 
cial structure.  The  ratio  indicates  the  required  excess  of  cap- 
ital liabilities  over  capital  assets.  The  completed  balance  sheet 
of  W.  &  Co.  shows  the  following  condition : 

Completed  Balance  Sheet — W.  &  Co. 

Department  A 

Capital  Assets $375 > 000        Capital  Liabilities $425,000 

Department  B 
Current  Assets 200,000        Current  Liabilities 150,000 


$575,000 


$575,000 


Working  Capital  $50,000 

The  $425,000  secured  from  common  stock,  preferred  stock, 
and  bonds  furnished  the  $375,cxx)  fixed  assets,  and  supplied  the 
$50,ocx)  working  capital. 


The  perfect  score  in  this  important  ratio  of  capital  liabil- 
ities to  capital  assets  can  be  ascertained  only  when  the  absolute 
amount  of  working  capital  requirements  of  the  new  concern 
is  ascertained. 

If  the  net  working  capital  is  known  in  advance  with  any 
degree  of  accuracy,  the  excess  of  the  capital  credits  over  cap- 
ital debits  gives  the  measure  of  the  needed  working  capital. 
In  a  newly  financed  concern,  then,  the  working  capital  can  be 
measured  by  ( i )  an  excess  of  current  assets  over  current  liabil- 
ities, and  (2)  an  excess  of  capital  liabilities  over  capital  assets. 
The  capital  ratio  shows  the  absolute  size  of  the  working  cap- 
ital fund. 

The  account  form  of  balance  sheet  is  the  selected  instru- 
ment for  featuring  this  ratio. 

Rule  for  Financing  Fixed  Assets— In  the  initial  stages 
of  financing  a  new  enterprise,  all  fixed  and  intangible  assets 
should  be  carried  by  securities  having  a  remote  maturity. 
Therefore,  in  all  newly  formed  concerns  the  capital  liabilities 
should  be  greater  than,  and  not  equal  to  capital  assets,  in  order 
to  provide  (i)  sufficient  funds  for  financing  the  "brick  and 
mortar"  department,  and  (2)  to  provide  "funded"  working 
capital. 

An  equal  ratio,  one  showing  the  same  amount  of  capital 
assets  and  long-term  liabilities,  indicates  the  absence  of  work- 
ing capital.  The  excess  of  long-term  securities  over  fixed  and 
intangible  assets  measures  the  completeness  of  the  financial 
structure  and  establishes  the  fact  of  the  source  and  the  amount 
of  the  working  capital. 

The  technique  for  detecting  correct  and  incorrect  financing 
of  additional  fixed  assets  in  going  concerns,  subsequent  to  the 
initial  financing,  will  be  discussed  in  Chapters  IV  and  V. 
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CHAPTER  IV 

CONTROL  OVER  SOLVENCY— COMPARATIVE 

BALANCE  SHEETS 

Insufficiency  of  Financial  and  Operating  Statements 

"Annual"  statements  that  show  the  operating  and  financial  con- 
dition of  a  business  at  the  close  of  a  single  period,  very  often 
are  insufficient  alone  for  purposes  of  judging  the  merits  of  an 
investment.  True,  a  balance  sheet,  if  properly  drawn  and  the 
items  contained  therein  properly  valuated,  will  give  a  picture 
of  the  financial  standing  of  a  firm  at  a  given  moment  of  time. 
But  a  more  important  fact  to  know  is,  how  did  the  company 
arrive  at  its  present  position,  and  what  is  the  financial  ten- 
dency with  regard  to  the  future?  Did  the  company  earn  the 
profits  represented  in  its  statements  from  operations,  or  have 
they  arisen  from  fortuitous  circumstances  that  are  not  likely 
to  recur,  or  have  profits  resulted  from  the  inflation  of  assets 
and  a  general  manipulation  of  the  accounts? 

Furthermore,  the  manager  should  know  how  the  varying 
conditions  of  seasonal  changes  affect  the  fortunes  of  the  busi- 
ness, as  well  as  those  changes  that  inevitably  accompany  the 
various  phases  of  the  business  cycle.  How  the  business  was 
affected  by  the  last  depression;  how  near  its  surplus  was 
depleted;  to  what  extent  were  maintenance  and  depreciation 
charges  suspended,  and  kindred  problems,  are  as  important  as 
a  knowledge  of  the  present  financial  condition.  With  a  better 
understanding  of  the  manner  in  which  the  firm  weathered  the 
storms  in  the  past,  a  clearer  idea  may  be  had  of  the  possible 
chances  of  success  in  meeting  future  contingencies. 

On  the  other  hand,  a  balance  sheet  may  apparently  reflect 
a  satisfactory  present  financial  standing,  when  as  a  matter  of 
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fact,  it  merely  represents  one  of  a  series  of  steps  in  the  down- 
fall of  a  business,  the  inevitable  failure  of  which  may  be  prac- 
tically conceded.  A  statement,  for  example,  may  show  the 
existence  of  a  considerable  surplus,  running  into  millions  today, 
but  upon  a  more  careful  analysis  of  past  statements,  it  might 
be  revealed  that  millions  had  already  been  lost,  with  every  pos- 
sibility that  more  would  follow  in  the  future.  Or  the  report 
may  reflect  that  while  the  ratio  of  current  assets  to  current 
liabilities  appears  satisfactory  today,  yet  it  is  fast  approaching 
the  danger  line,  due  to  an  unfavorable  trend. 

Contents  of  Comparative  Financial  Statements. — The 
salient  facts  which  comparative  financial  statements  portray 
are,  first,  the  amount  and  type  of  new  resources  accumulated 
or  lost  as  a  result  of  operations  or  of  financial  policies.  They 
show,  for  example,  whether  additional  liquid  assets 'have  been 
added  to  the  business,  or  dissipated  through  lack  of  foresight 
or  mismanagement,  or  whether  or  not  the  changes  in  the  prop- 
erty items  have  been  largely  in  the  fixed  asset  group.  Second, 
they  show  the  amount  and  type  of  liabilities 'created  or  reduced, 
and  whether  or  not  such  changes  have  tended  to  strengthen 
or  weaken  the  financial  fabric.  Third,  they  show  important 
changes  in  all  types  of  reserves 'and  of  the  surplus,  both  of 
which  are  important  factors,  which  must  be  taken  into  account 
when  considering  changes  in  the  equities  in  the  business. 
Lastly,  they  show,  if  properly  interpreted,  the  important  causes 
for  all  changes  in  property  and  debts,  and  afford  a  clear  idea 
as  to  the  rationality  of  the  financial  managers  who  have  charge 
of  fiscal  operations.  Incidentally,  they  afford  in  this  respect  a 
starting  point  for  controlling  many  of  the  ills  to  which  business 
concerns  are  subject. 

By  way  of  illustration,  take  the  case  of  the  Troy  Manu- 
facturing Company  given  in  Figure  5.  The  balance  sheet  in 
1927  showed  a  net  worth  of  $70,000,  as  against  a  total  debt 
of  current  and  fixed  liabilities  of  $75,000,  or  an  amount  roughly 
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equalling  48%  of  the  total  property  in  the  business.  By  many 
of  the  tokens  of  sound  finance  it  might  be  argued  that  the 
company  was  in  good  financial  condition.  Yet  as  a  matter 
of  plain  fact,  it  has  been  degressing  since  1925  at  a  rapid  rate, 
as  illustrated  by  the  comparative  balance  sheet,  which  shows 
a  progressive  reduction  in  net  worth  from  $85,000  to  $70,000. 

Troy  Manufacturing  Company 

December  31 


• 

192s 

1926 

1927 

DiflFerences 
1925-1927 

Current  Assets 

$  20,000 
40,000 
60,000 

$  25,000 
50,000 
50,000 

$  30,000 
75.000 
40,000 

+  $10,000 
+  35.000 
—    20,000 

Fixed  Assets  

Permanent  Investments 

$120,000 

$125,000 

$145,000 

+  $25,000 

Current  Liabilities 

30,000 
85.000 

$  10,000 
40,000 
75.000 

$  25,000 
50,000 
70,000 

+  $20,000 
+   20,000 

Fixed  LiabiliUes 

Net  Worth 

—    15,000 

$120,000 

$125,000 

$145,000 

+  $25,000 

Figure  5.    Comparative  Balance  Sheet 

To  assume  that  the  stock  of  the  firm  is  a  good  investment 
would  be  inaccurate,  without  a  further  analysis  into  the  causes 
of  the  reduction  in  the  surplus  account  as  well  as  a  more  detailed 
study  in  the  matter  of  ratios  between  current  assets  and  cur- 
rent liabilities  during  these  years.  If  the  financial  situations 
were  reversed  and  the  1927  preceded  the  other  two  years,  it 
would  again  follow  that  it  is  not  only  unsafe  but  unwise  to 
base  complete  judgment  on  the  financial  condition  of  a  business 
on  a  single  year's  showing.  It  is  always  more  expedient  to 
study  the  history  of  past  fiscal  facts.  The  financial  trend  and 
the  causes,  therefore,  are  more  important  than  the  status  quo 
of  today. 

Source  and  Utilization  of  Funds — The  dynamic  factors 
that  cause  the  fundamental  changes  in  financial  structures  of 


Western  Metal  Products  Company 


1925 

1926 

1927 

Dififerences 
1925-1927 

ASSETS 
I.  Real  Estate 

$  30,000 

45.000 
25,000 
60,000 

$  30.000 
51,000 
25,000 
47.500 

$  30,000 
56,000 
25,000 
49.500 

$              0 

2.  BuildinES 

+   11,000 

X   Goodwill 

0 

A.  Machinery 

—    10,500 

Total  Fixed  Assets 

$160,000 

$153,500 

$160,500 

+  $      500 

K.  Cash 

$  12,150 
19,850 
15.000 
49.500 
10,000 
10,000 

$  11,150 
15,000 
18,000 
65,000 
8,250 
25.000 

$  15.000 
18,000 
17,000 
63,000 
9.000 
10,000 

+  $  2,850 

6.  Accounts  Receivable 

7.  Notes  Receivable 

-  1,850 
+     2,000 

8.  Finished  Goods 

+   13.500 

0.  Raw  Materials 

—      1,000 

10.  Investments 

0 

Total  Current  Assets 

$116,500 

$142,400 

$132,000 

+  $15,500 

Total  Assets 

$276,500 

$295,900 

$292,500 

+  $16,000 

LIABILITIES 
I.  Common  Stock 

$100,000 

100,000 

0 

$100,000 

100,000 

25,000 

$100,000 

100,000 

25,000 

$              0 

2.  Preferred  Stock 

0 

1.  Bonds  Payable 

+    25,000 

Total  Capital  Liabilities. . 

$200,000 

$225,000 

$225,000 

+  $25,000 

A.  Notes  Payable 

$  26,000 
14,000 

$     2,000 
15.000 

$    4.000 
8,500 

—  $22,000 

S.  Accounts  Payable 

-     5,500 

Total  Current  Liabilities. . 

$  40,000 

$  17,000 

$  12,500 

-$27,500 

6.  Reserves  for  Depreciation. . . 

7.  Surplus  Profits 

$  21,300 
15,200 

$  29,200 
24,700 

$  30,400 
24,600 

+  $  9.100 
+     9.400 

Total  Reserves  and  Profits 

$  36.500 

$  53.900 

$  55.000 

+  $18,500 

Total  Liabilities 

$276,500 

$295,900 

$292,500 

+  $16,000 

Figure  6.    Comparative  Balance  Sheet  Showing  Differences  by  Items  and 

Significant  Groups 
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business  concerns  can  be  arranged  into  two  groups :  first,  those 
items  that  represent  the  source  of  new  funds  coming  into  the 
business,  and  second,  the  utilization  of  those  funds  in  the 
upbuilding  of  the  financial  structure.  As  a  starting  point,  all 
new  funds  come  into  a  business  through  one  or  more  of  the 
following  five  sources.    They  are : 

1.  Investments  on  the  part  of  owners 

2.  Increase  of  all  types  of  liabilities 

3.  Reinvestment  of  surplus  profits 

4.  Reinvestment  of  all  types  of  reserves 

5.  Conversion  or  sale  of  assets 

The  five  uses  to  which  funds  may  be  put  in  a  business  are : 

1.  Withdrawal  of  funds  by  the  owners  or  the  purchase 

of  capital  stock 

2.  Reduction  of  all  types  of  liabilities 

3.  Payment  of  profits  as  dividends 

4.  Operating  losses  (or  deficits) 

5.  Increase  in  assets 

The  source  and  utilization  of  funds  can  best  be  illustrated 
with  the  aid  of  the  specific  example  in  Figure  6  which  gives  a 
comparative  balance  sheet  report  for  the  years  1925,  1926,  and 
1927  inclusive. 

By  checking  the  comparative  balance  sheet  of  the  Western 
Metal  Products  Company  for  the  years  1925-1927,  it  will  be 
noted  that  the  sources  of  new  funds  were  as  follows  : 

1.  Machinery  sold $10, 500 

2.  Accounts  receivable  collected i  ^850 

3.  Raw  materials  reduced i  '000 

4.  Bonds  payable  increased ' .  25 ,000 

5.  Reserve  for  depreciation  increased 9,100 

6.  Surplus  profits  increased ][]]  9,400 

Total  sources  of  funds $56,850 

The  total  new  funds  amounting  to  $56,850  were  utilized 
for  the  following  purposes : 
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1.  Buildings  additions $11 ,000 

2.  Cash  increased 2 ,  850 

3.  Notes  receivable  increased 2 ,000 

4.  Finished  goods  increased 13 ,  500 

5.  Reduction  notes  payable 22 ,000 

6.  Reduction  of  accounts  payable 5 ,  500 

Total  utilization  of  funds $56,850 

Mathematically  these  two  funds  will  always  balance,  as  they 
represent  the  difference  in  items  that  are  in  equilibrium. 

Analysis  of  Sources. — Let  us  now  take  up  each  of  the 
sources  of  funds  and  analyze  them. 

1.  The  reduction  in  the  machinery  of  $10,500  represents 
the  sale  *  of  a  fixed  asset,  and  the  surrendering  of  the  value 
for  use  by  other  departments  in  the  business. 

2.  The  reduction  in  accounts  receivable  of  $1,850  indi- 
cates a  lessening  of  credit  extension  and  a  shorter  "investment" 
in  customer  accounts.  More  customers  paid  their  accounts  in 
the  last  year  than  first  year ;  or  this  year's  sales  may  have  been 
smaller,  resulting  in  less  outstanding  credit. 

3.  Raw  materials  reduced  by  $1,000  show  a  withdrawal 
of  values  invested  in  this  department.  As  the  stores  were 
drawn  down  for  use  in  the  factory,  a  lesser  amount  was 
replaced  through  purchases. 

4.  Bonds  payable  increased  to  $25,000  represent  the  flota- 
tion of  new  securities,  the  money  being  used  for  increasing 
assets  or  in  reducing  debts. 

5.  The  increase  in  the  reserve  for  depreciation  of  $9,100 
represents  the  incoming  of  new  values  for  the  purpose  of 
renewing  the  old  assets  when  the  latter  are  scrapped.  The 
reserve  registers  the  amount  of  the  new  values  that  came 
through  gross  revenues  and  are  now  reserved  for  replacement 
purposes. 

*This  reduction  may  represent  the  loss  of  value  due  to  destruction  and 
the  charging  of  the  amount  to  surplus.  This  will  be  taken  up  for  a  later 
discussion. 
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6.  The  increase  in  the  surplus  of  $9,400  marks  the  increase 
of  new  values  represented  by  the  excess  of  new  property 
remaining  after  the  "marking"  of  that  portion  covered  by  the 
reserve.  It  is  the  amount  of  net  profits  reinvested  in  the 
business. 

Analysis  of  Utilization. — ^The  use  of  the  new  funds  may 
be  explained  as  follows : 

1.  Increase  in  buildings  of  $11,000  shows  the  placement 
of  a  portion  of  the  new  funds  obtained  from  all  sources  in 
the  plant  during  the  year. 

2.  Cash  increased  by  $2,850  indicates  the  use  of  funds  for 
increasing  the  cash  position.  The  bank  account  contains  more 
cash  supplied  by  other  departments. 

3.  Increase  in  notes  receivable  represents  the  probable  con- 
version of  open  accounts  into  notes,  the  source  being  the 
accounts  receivable. 

4.  Finished  goods  increase  $13,500  shows  an  investment 
in  this  department  contributed  out  of  raw  materials  and  other 
operating  sources. 

5.  The  reduction  of  $22,000  in  the  notes  payable  indicates 
the  use  of  other  funds  for  the  redemption  of  this  debt.  The 
source  evidently  came  from  the  bonds  which  were  substituted 
for  the  notes. 

6.  The  reduction  of  the  accounts  payable  shows  the  use  of 
funds  for  current  debt  reduction. 

Source  and  Utilization  of  Funds  by  Departments. A 

more  fundamental  explanation  of  the  source  and  utilization 
of  funds  may  be  secured  by  dividing  the  balance  sheet  report 
as  shown  below  into  three  sections,  representing  the  outstanding 
functions  of  the  financial  structure.  The  first  section  contains 
the  fixed  or  capital  assets  and  the  capital  liabilities.^  This  has 
been  called  Department  A,  the  "brick  and  mortar"  depart- 

*  Capital  liabilities  consist  of  capital  stock,  bonds,  mortgages,  etc.,  that 
is,  securities  having  a  remote  maturity. 


ment,  as  it  furnishes  the  framework  of  the  structure.  The 
long-term  or  capital  liabilities  are  placed  in  this  department 
because  it  is  from  this  latter  source  that  funds  are  normally 
supplied  for  creating  the  fixed  assets. 

Department  B  contains  the  current  liquid  property,  such 
as  cash,  merchandise,  customer  accounts,  etc.,  and  the  corre- 
sponding current  or  short-term  debts.  This  department  repre- 
sents the  life  blood  of  the  business. 

Department  A 
Ai  Fixed  Assets  Aj  Capital  Liabilities 

Department  B 
Bi  Current  Assets  Bj  Current  Liabilities 


Ci  Deficit 


Department  C 

Cj  Siuplus  and  All  Reserves 


Department  C,  containing  the  surplus  and  all  reserves, 
forms  the  dynamic  section  of  the  balance  sheet;  it  represents, 
(i)  the  permanent  changes  in  the  owner's  equity  by  register- 
ing the  new  values  placed  in  the  business  in  the  form  of  rein- 
vested profits,  and  (2)  the  changes  in  the  valuation  accounts, 
that  is,  reserves  that  register  the  new  values  placed  in  the  busi- 
ness in  the  form  of  reinvested  funds  normally  used  for  replace- 
ments. The  surplus  and  reserve  items  represent  the  new  values 
that  normally  increase  the  working  capital,  additions  and  bet- 
terments in  the  plant,  and  cause  the  permanent  reduction  in  the 
debts.  This  department  registers  the  improvement  in  the  foun- 
dation of  the  structure,  namely,  the  inside  or  owner's  equity, 
and  the  depreciation  reserves  pledged  to  renew  the  worn-out 
assets. 

Reserves  Shown  as  Credit  Items — In  many  comparative 
balance  sheet  studies,  the  valuation  reserves  are  deducted  from 
their  related  assets  and  the  net  change  in  the  value  of  the  prop- 
erty items  only  is  shown  in  the  source  and  utilization  of  funds. 
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This  method  is  satisfactory  for  those  years  where  there  are  no 
additions  to  the  assets.  The  ordinary  depreciation  reserves  as 
recorded  register  a  decHne  of  asset  values.  However,  where 
there  are  additions  to  assets  together  with  increases  in  the  val- 
uation reserves,  the  one  will  offset  the  other,  and  no  net  change 
either  in  the  source  or  in  the  utilization  of  funds  will  be  noted. 

Where  the  asset  is  written  down  without  the  use  of  a 
reserve,  the  source  of  funds  ostensibly  is  the  reduction  of  the 
asset  values.  This  is  not  a  true  fact,  as  reducing  values  do 
not  contribute  new  funds.  Neither  do  losses  from  other  phys- 
ical causes  contribute  new  funds.  The  real  source  lies  in  the 
gross  revenues  set  aside  in  the  depreciation  reserve.  The  util- 
ization will  be  represented  in  the  investment  in  new  property 
or  the  reduction  of  liabilities. 

The  point  to  note  here  is  that  an  increasing  reserve  which 
reduces  one  property  item  may  be  offset  by  an  increase  of  a 
like  amount  in  another  property  item.  For  example,  by  this 
plan  the  following  ledger  entries  would  result  in  no  net  change 
in  either  sources  or  utilization  of  funds. 

Plant  Account 
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Original  Cost $500,000 

Additions  and  Betterments 
1928 


25,000 

Reserve  for  Depreciation  Plant 


I 


Previous  Balance $120,000 

Current  Depreciation  1928      25,000 

But  the  real  facts  are  that  there  was  a  source  of  $25,000 
represented  by  the  reserve  for  depreciation,  and  also  a  utiliza- 
tion of  $25,000,  which  resulted  in  an  addition  to  plant,  facts 
which  are  entirely  obscured  where  the  reserve  is  not  shown 
separately. 

In  the  case,  let  us  say,  where  the  new  reserve  money  has 


been  reinvested  in  current  assets  or  in  the  reduction  of  current 
liabilities,  a  false  source  of  funds  is  given  under  the  older 
plan  of  not  showing  reserves  separately,  because  under  this 
system  of  reports  the  source  is  indicated  as  a  reduction  of  plant 
values,  and  the  utilization  in  the  upbuilding  of  working  cap- 
ital. In  reality  the  source  of  new  values  came  from  revenue, 
now  pledged  in  the  reserve  for  renewal  purposes.^ 

The  Trend  of  Funds — By  grouping  the  balance  sheet 
charges  (sources  and  utilization  of  funds)  in  their  proper 
departments,  a  significant  "trend  of  funds"  may  be  detected 
that  will  indicate  whether  or  not  the  financial  structure  is  being 
weakened  through  wrong  financial  engineering  practices,  or  if 
the  structure  is  being  strengthened  by  proper  policies.  There 
are  certain  distinct  trends  of  funds,  for  example,  that  show 
a  persistent  drift  of  resources  into  the  brick  and  mortar  depart- 
ment, from  the  other  departments  of  the  business.  Again, 
there  may  be  a  decided  drift  away  from  the  fixed  assets  to  the 
current  assets,  or  a  net  trend  of  funds  from  capital  liabilities 
to  current  liabilities,  or  from  current  liabilities  to  capital  assets 
or  capital  liabilities.  Again,  there  may  be  a  drifting  of  funds 
from  surplus  and  reserves  to  various  assets  or  liabilities,  or  a 
trend  into  the  surplus  and  reserve  from  other  departments. 
Some  of  these  trends  are  desirable,  while  others  are  wholly 
undesirable  and  are  to  be  avoided. 

Departmental  Trend  of  Funds. — For  the  sake  of  clearness, 
the  various  trends  of  funds  may  be  listed  according  to  the 
major  departments  of  the  balance  sheet  involved.  They  are: 
(i)  the  financing  of  fixed  assets  and  the  handling  of  capital 
liabilities,  or  the  significant  changes  in  Department  A;  (2) 
the  financing  and  the  dissipation  of  working  capital,  or  the 
significant  changes  in  Department  B;  (3)  the  use  of  surplus 

■The  plan  of  showing  all  types  of  reserves  separately  obviates  the  ne- 
cessity of  making  special  adjustments  in  the  working  papers  for  reserves, 
and  gives  a  ready  means  of  analyzing  the  trend  of  funds. 
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and  reserve  funds,  or  the  significant  trends  into  or  out  of 
Department  C.  These  changes  may  be  the  result  of  formal 
financial  policies  on  the  part  of  management,  or  they  may 
result  from  general  business  conditions  beyond  its  control. 

The  essential  facts  to  be  observed  in  the  analysis  of  the 
trend  of  funds  into  the  capital  department  are  these :  ( i )  Is 
the  department  absorbing  funds  from  other  departments  from 
year  to  year,  or  is  it  contributing  to  the  other  departments  ? 
(2)  Are  these  trends  desirable,  i.e.,  do  they  strengthen  the 
financial  fabric  ?  (3)  What  particular  policy  is  involved  in  the 
process  of  change  and  who  is  directly  responsible  for  the 
policy?  (4)  What  policy  must  be  followed  to  remedy  the 
existing  evil,  if  the  trend  of  funds  is  undesirable? 

The  same  general  approach  may  be  applied  in  the  analysis 
of  the  significant  group  changes ;  the  working  capital  depart- 
ment, the  surplus  and  reserve  department,  as  well  as  the  cap- 
ital department.  In  each  case  where  an  analysis  is  made  it  is 
important  that  the  net  change  in  the  department  as  a  whole 
be  noted,  i.e.,  for  example,  the  net  trend  of  funds  into  and 
out  of  the  department.  Next,  the  changes  within  the  depart- 
ments themselves  should  be  carefully  analyzed,  to  ascertain  if 
the  internal  changes  within  the  departments  are  structurally 
sound.  ' 

The  Trend  of  Funds  into  Fixed  Assets  in  a  Going  Con- 
cern^We  shall  now  take  up  some  specific  illustrations  in  the 
trend  of  funds  as  applied  to  capital  assets  and  capital  liabil- 
ities. In  Chapter  III  an  illustration  was  given  which  showed 
the  incorrect  financing  of  fixed  assets  in  the  initial  stages  of 
promotion,  and  how  this  condition  registered  itself  in  the  first 
fiscal  balance  sheet  drawn  up  before  a  firm  reached  a  going 
concern  status.  The  following  illustration  shows  how  the 
incorrect  financing  of  fixed  assets  after  a  firm  has  become  a 

going  concern  will  be  registered  in  a  comparative  balance 
sheet. 


Ch.  4] 


COMPARATIVE  BALANCE  SHEETS 
Chicago  Implement  Compaito 


63 


1924-1927 


1934 


ASSETS 

Current  Assets... 

Fixed  Assets 

Intjuagibles 


Total  Assets 

LIABILITIES 

Current  Liabilities. . . 

Fixed  Liabilities 

Stock 

Surplus 

Reserves 


Total  Liabilities. 


Per 
Cent 


$150,500 

300,000 

40.87s 


I301.375 


$  75.000 
100,000 
135,000 

51.375 
40,000 


$391,375 


192s 


100    $145,300 


100 
100 


100 


100 
100 
100 
100 
100 


235,800 
40,000 


$411,100 


$  95,000 

100,000 

125,000 

50,100 

41.000 


100    $411,100 


rc6,ooo 

100,000 

135,000 

54.000 

43.800 


2|$428,800 


CentB  Change 

^  I  in  Per 

**^        Cent 


89.7I-10.3 
120.9H+20.9 
127.2II-I-27.2 


109. s|+  9-5 


141  3 
100. o 

100. 0 

105. 1 
109.5 


109.5 


+41 
+ 
+ 

+  S 
+  9 


+  9  5 


Trend  of  Funds  by  Departments,  1924-1927 

CfflCAGO  Implement  Company 

Department  A 

Capital  Liabilities  Increase 


Fixed  Assets +$41,800 

Intangibles +   11,125 

Total  Increase $52,925 


Net  Absorption  of  Funds  in 
Department  A 


S52,92S 


Current  Assets -$15,500 

Net  Increase  in  Liabilities..  +  31 ,000 

Net  Loss  in  Working  Capi- 
tal, Department  B $46, 500 


Department  B 

Current  Liabilities. 


+  $31,000 


Department  C 

Surplus.  . 
Reserves . 


+  $  2,625 
+     3.800 


Total  Increase $  6 , 


425 


Recapitulation— Trend  of  Funds 

1.  Net  Loss,  Department  B  Working  Capital S46  coo 

2.  Net  Investment  of  Profits  and  Reserve  from  Department  C. . .'         ' .'      6,425 

3.  Net  Absorption  of  Funds  in  Capital  Assets,  Department  A $52^025 


Figure  7.    Structural  Balance  Sheet,  Showing  Trend  of  Funds  by  Departments 


64 


ACCOUNTING  REPORTS  IN  MANAGEMENT         [Ch.  4 


Ch.  4l 


COMPARATIVE  BALANCE  SHEETS 


65 


In  this  particular  case  the  Chicago  Implement  Company 
(see  Figure  7)  expanded  its  fixed  assets  by  $41,800,  or  20.9%, 
over  the  1924  figures,  and  its  intangibles  by  $11,125,  or  27.2%. 
The  capital  liabilities,  having  a  remote  maturity,  which  should 
have  been  used  as  a  source  of  funds  for  providing  these 
fixed  assets,  were  not  increased  at  all.  The  entire  amount  of 
$52,925  was  supplied,  $46,500  by  Department  B,  and  $6,425 
by  Department  C ;  and  since  the  working  capital  was  decreased, 
all  of  the  surplus  profits  and  also  the  funds  represented  by  the 
increase  in  reserves  were  planted  together  with  the  loss  in 
working  capital,  in  the  fixed  assets  and  intangibles.  There 
were  no  other  sources  from  which  this  $52,925  placed  in 
the  brick  and  mortar  department  could  have  been  supplied. 

Summarized  in  a  simpler  form,  a  diagrammatic  trend  of 
funds  of  the  three  major  departments  of  the  Chicago  Imple- 
ment Company,  shown  in  Figure  7,  may  be  illustrated  as 
follows: 

Department  Ajl^ 
Department  B ' 
Department  C 

This  type  of  financing  is  just  as  faulty  as  was  the  former 
case,  where  the  plant  and  real  estate  were  purchased  on  bank 
loans.  If,  in  any  balance  sheet,  the  fixed  assets  or  intangibles 
show  a  continuing  increase  greater  than  the  increase  in  stocks, 
bonds,  mortgages,  profits,  and  reserves,  the  case  should  be 
investigated.  The  funds  must  have  been  provided  from  some 
source,  and  if  not  secured  from  some  one  of  the  capital  liability 
items  or  from  surplus  and  reserves,  a  check  should  be  made 
to  ascertain  if  the  money  has  been  supplied  from  working 
assets  or  by  increasing  current  liabilities. 

In  case  the  preponderance  of  the  increase  in  fixed  assets 
over  fixed  or  capital  liabilities  is  relatively  large,  some  addi- 
tional financing  through  the  sale  of  securities  must  follow 


within  a  short  time,  probably  at  the  end  of  the  usual  bank 
credit  cycle.  Without  the  flotation  of  some  form  of  securities, 
normally  called  funding  of  the  floating  debt,  a  serious  impair- 
ment of  working  assets  will  result,  unless  the  deficiency  is 
covered  from  profits  or  reserves  in  the  very  near  future. 

No  immediate  harm  is  done  to  the  financial  structure  of 
a  concern  if  a  limited  amount  of  expansion  in  the  form  of  addi- 
tions and  betterments  is  made  through  the  expenditure  of  cash 
derived  from  the  sale  of  goods,  from  the  collections  received 
from  customers,  or  from  the  creation  of  current  liabilities. 
The  real  harm  comes  from  continuing  the  practice.  In  gen- 
eral, if  more  money  is  tied  up  in  fixed  assets  from  year  to 
year  than  is  added  back  in  the  form  of  fixed  or  capital  liabil- 
ities, from  profits  or  various  forms  of  reserves,  an  unwarranted 
strain  is  placed  on  liquid  resources.  In  the  end  it  will  cause 
the  failure  of  a  concern  unless  properly  remedied. 

The  Trend  of  Funds  into  Working  Capital. — ^Working  or 
current  assets  represent  the  life-blood  of  a  business;  the  fixed 
assets  its  structure.  Both  are  necessary  for  the  proper  func- 
tioning of  any  business  venture.  However,  experience  has 
shown  that  it  is  a  derangement  of  the  orderly  functioning  of 
working  assets  that  usually  brings  financial  disaster.  Any 
material  change  in  the  synchronizing  of  stock  turnover,  the 
receivables  turnover,  the  current  expenses  fund  turnover,  with 
the  immutable  turnover  of  accounts  and  notes  payable,  usually 
compels  the  immediate  attention  of  the  finance  manager. 

Since  insolvency,  in  the  last  analysis,  is  caused  by  (i)  the 
shortage  of  liquid  funds  due  to  a  slowing  down  of  operations, 
coupled  with  the  constant  overhead  expenses;  or  (2)  the  tying 
up  or  freezing  of  normal  current  assets  caused  by  the  buying 
of  unsalable  goods;  or  (3)  the  financing  of  capital  expenditures 
with  current  assets  or  current  liabilities,  the  reader  of  com- 
parative balance  sheets  should  be  put  on  his  guard  in  order 
to  detect  insolvency  trends  through  the  use  of  special  reports 
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that  show  graphically  the  unfavorable  indices  that  register 
structural  difficulties. 

The  study  of  a  comparative  balance  sheet  will  reveal 
whether  or  not  any  working  assets  have  been  supplied  by  the 
proprietors,  and  whether  or  not  this  fund  has  been  increased 
through  flotation  of  capital  liabilities  or  through  profits  and 
reserves.  As  shown  previously,  the  initial  balance  sheet,  pre- 
pared before  operations  are  begun,  will  always  show  in  what 
manner  the  "dead  load"  of  working  assets  was  supplied. 

Working  Capital  Expansion. — As  the  business  progresses 
and  requires  additional  current  assets  with  which  to  provide 
expansion  of  inventories,  receivables,  and  cash,  it  is  just  as 
imperative  that  these  increases  be  correctly  financed  as  a  going 
concern,  as  they  were  in  the  beginning  when  working  capital 
was  financed  with  long-term  investments.  Larger  inventories 
that  result  from  enlarged  buying,  and  larger  accounts  receiv- 
able that  result  from  a  more  liberal  granting  of  credit  or  expan- 
sion of  sales,  must  be  financed  from  some  new  source.  If  the 
accounts  payable  created  by  enlarged  buying,  fall  due  before 
collections  are  made,  the  added  credit  load  must  be  carried 
by  someone,  and  unless  the  creditors  or  the  bankers  are  will- 
ing to  assume  the  role  of  permanent  investors  in  the  business 
by  an  extension  of  indeterminate  credit,  the  funds  for  the 
expansion  of  working  assets  must  be  secured  from  investors 
or  from  the  business  itself.  In  this  respect  a  comparative  bal- 
ance sheet  gives  an  infallible  index  of  the  soundness  or  weak- 
ness of  working  capital  financing  from  year  to  year. 

If  properly  handled,  all  increases  in  working  assets  should 
come  from  one  or  more  of  the  following  sources,  viz. :  (i)  the 
sale  of  fixed  assets,  (2)  the  increase  of  capital  liabilities,  (3) 
reinvested  profits,  or  (4)  reinvested  reserves. 

Working  Capital  Financed  through  Capital  Liabilities. — 
Refer  to  the  comparative  balance  sheets  shown  below.  It  will 
be  noted  that  from   1925  to   1927,  current  assets  increased 
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Plant 

Real  Estate 

Patents 

Current  Assets . . . 

Common  Stock... 
Preferred  Stock . . 
Mortgage  Bonds. 
Accounts  Payable 


1925 


$175,000 
60,000 
7S,ooo 
70,000 


$380,000 


$200,000 

100,000 

50,000 

30,000 


1926 


$195,000 
60,000 

75»ooo 
90,000 


$420,000 


$380,000 


$200,000 

140,000 

50,000 

30,000 


1927 


$195,000 

60,000 

75,000 

120,000 


$450,000 


Changes 
1925-1927 


-|- $20,000 
+  o 

+  o 

+    50,000 


$420,000 


$200,000 

140,000 

80,000 

30,000 


$450,000 


+  $70,000 


+  $  o 
-h  40,000 
+  30,000 
+  o 


+  $70,000 


$50,000  and  fixed  assets  $20,000.  Since  common  stock  and 
likewise  accounts  payable  remained  unchanged,  it  is  evident 
that  the  increase  in  plant  and  current  assets  came  from  an 
increase  in  preferred  stock  and  mortgage  bonds.  Both  methods 
represented  sound  financing.  The  maturity  of  new  liabilities 
tied  to  the  plant  and  to  current  assets  items  is  remote.  In  the 
case  of  the  current  asset  increase,  no  immediate  liability  was 
created  which  could  later  remove  an  equivalent  quantity  of 
cash  when  the  debt  was  redeemed.  The  changed  condition 
resulted  in  an  absolute  increase  in  working  capital,  an  increase 
in  the  load  carried  by  the  investors.  Neither  the  general  cred- 
itors nor  the  banker  were  in  any  way  involved. 

Working  Capital  Financed  by  Profits  and  Reserves. — The 
financing  of  working  capital  through  the  reinvestment  of  profits 
and  all  types  of  reserves  may  be  detected  in  the  same  manner. 
While  there  may  be  some  question  as  to  the  advisability  of 
expanding  on  profits,  due  to  the  fact  that  certain  of  the  cur- 
rent assets  may  be  liquidated  for  the  purpose  of  paying  divi- 
dends, nevertheless  the  method  is  used  broadly  wherever  profits 
are  "ploughed  back*'  into  the  working  capital.     Surplus  earn- 
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ings  may  find  their  way  to  extensions  of  plants,  into  current 
assets,  or  both. 

The  proof  of  the  location  of  the  investment  of  profits  is 
found  by  comparing  the  fixed  assets  and  capital  liabilities 
between  periods.  If  an  increase  in  plant,  real  estate,  etc.,  takes 
place  without  a  corresponding  increase  in  capital  liabilities,  it 
follows  that  the  source  of  the  increase  has  been  either  taken 
from  working  capital,  from  earnings,  or  from  reserves.  If 
the  excess  of  current  assets  over  current  liabilities  (the  meas- 
ure of  the  amount  of  working  capital)  remains  materially 
unchanged  from  year  to  year,  the  new  financing  has  been 
accomplished  from  profits,  or  reserves,  as  shown  in  the  com- 
parative balance  sheet  below: 


1925 

1926 

1927 

Changes 
1925-1927 

Plant 

$175,000 
60,000 
7S»ooo 
70,000 

$195,000 
65,000 
75, 000 
90,000 

$210,000 

65,000 

75,000 

120,000 

+  S35,ooo 
+     5,000 

Real  Estate 

Patents 

Current  Assets 

0 
+   50,000 

$380,000 

$425,000 

$470,000 

+  $90,000 

Common  Stock 

$200,000 

100,000 

50,000 

30,000 

0 

$200,000 

120,000 

50,000 

30,000 

25,000 

$200,000 

120,000 

60,000 

30,000 

60,000 

$             0 

-f    20,000 
+    10,000 

Preferred  Stock 

Mortgage  Bonds 

Accounts  Payable 

Surplus  and  Reserves 

0 
+   60,000 

$380,000 

$425,000 

$470,000 

+  $90,000 

Illustrated  by  Trend  of  Funds  Report By  grouping  the 

various  items  of  this  balance  sheet  in  three  characteristic  groups 
of  (a)  Capital  Assets  and  Capital  Liabilities,  (b)  Current 
Assets  and  Current  Liabilities,  (c)  Surplus  and  Reserves,  and 
by  showing  the  net  changes  in  these  groups,  this  slightly 
involved  financial  situation  may  be  readily  understood. 
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Capital  Assets:                             —(a) —  Capital  Liabilities: 

1.  Plant $35,000  I.  Preferred  Stock  .  $20,000 

2.  Real  Estate 5,000  2.  Mortgage  Bonds.     10,000 

Total $40,000  Total $30,000 

Current  Miscellaneous                  — (b) —  Current  Miscellaneous 

Assets 50,000  Liabilities o 

— (c) —  Surplus  and  Reserves .     60,000 

$90,000  $90,000 


Capital  assets  increased  by  $40,000  between  1925  and  1927, 
while  capital  liabilities  increased  by  only  $30,000.  The 
deficiency  of  $10,000  comes  from  sources  other  than  long-term 
investments.  Since  the  working  capital  shows  an  increase  over 
the  previous  years,  the  increase  in  capital  assets  did  not  come 
from  current  assets  or  from  the  creation  of  additional  current 
liabilities.  Reinvested  profits  and  reserves,  then,  must  have 
supplied  all  of  the  additional  working  capital.  In  addition 
they  supplied  the  new  values  invested  in  the  plant  and  real 
estate  not  furnished  through  capital  liabilities.  There  is  no 
other  channel  through  which  this  financing  could  take  place.* 

Here  we  have  an  example  par  excellence  of  sound  finan- 
cial engineering,  represented  by  the  increase  of  the  most  impor- 
tant property  of  a  business,  viz.,  working  capital,  through  the 
successful  creation  of  surplus  and  reserves  which  have  no  claims 
against  the  working  fund,  except  those  which  the  management 
may  choose  to  create  and  honor. 

*  The  exact  manner  in  which  surplus  becomes  the  so-called  source  of 
these  new  funds  requires  further  explanation.  As  a  matter  of  fact,  all  new 
values  coming  into  the  business  take  the  form  of  tangible  property  items, 
chiefly  cash.  The  making  of  profits  involves  the  receiving  of  greater  money 
values  than  are  paid  out  in  the  handling  of  commodities  or  services.  When 
residual  values,  representing  this  surplus  of  income  over  cash  expenses,  are 
left  in  the  business  and  not  paid  out  in  the  form  of  dividends,  the  result  is 
either  a  positive  increase  in  assets,  or  a  reduction  in  liabilities.  Thj  increase 
may  take  the  form  of  cash  or  merchandise  bought  with  cash,  or  it  may  take 
the  form  of  accounts  and  notes  receivable  which  represents  but  one  step 
forward  in  the  turnover  of  working  assets. 

Part  or  all  of  the  residual  surplus  values  left  in  the  business  may  also 
be  found  in  the  same  manner  in  the  increases  in  property  items.    The  rein- 
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Expansion  of  Current  Assets  on  Short-Time  Loans.-^ 
A  dangerous  plan  for  increasing  the  assets  of  the  trading  depart- 
ment for  expansion  purposes  is  through  the  creation  of  short- 


1925 

1926 

1927 

Changes 
1925-1927 

Plant 

$175,000 
60,000 
75,000 
70,000 

$195,000 
65,000 
75,000 
90,000 

$210,000 

65,000 

75,000 

120,000 

-1- $35,000 

Real  Estate 

Patents 

+     5,000 

Current  Assets 

0 
-h    50,000 

$380,000 

$425,000 

$470,000 

+  $90,000 

Common  Stock 

$200,000 

100,000 

50,000 

30,000 

0 

$200,000 

110,000 

50,000 

60,000 

5,000 

$200,000 

110,000 

50,000 

90,000 

20,000 

$         0 

+    10,000 

Preferred  Stock 

Mortgage  Bonds 

Accounts  Payable 

0 
+   60,000 
-f    20,000 

Surplus  and  Reserves 

A  .--            1*^     %  f 

$380,000 

$425,000 

$470,000 

+  $90,000 

term  credit  obligations.  This  tendency  should  be  checked  care- 
fully by  the  owner  or  credit  man.  An  example  of  this  type 
of  financing  is  shown  above. 

vestment  of  reserves  may  be  explained  in  much  the  same  manner.  In  the 
last  analysis  reserve  for  depreciation  or  for  other  losses  is  an  earmarked 
portion  of  income,  set  aside  for  replacing  worn-out  property  items.  Generally 
the  old  asset  value  remains  intact.  While  depreciation  represents  a  loss, 
nothing  tangible  has  been  removed.  But  new  tangible  property  in  the  form 
of  miscellaneous  current  assets  are  brought  into  the  business.  If  opera- 
tions have  been  successful  enough  to  add  sufficient  values  to  take  the  place 

Tn  the  tlloTinVcasef "'''  '  ^'"^^  ^"'''"''  ^^"  ^  "^'^^'  "*  ^^^  ^^^'"P^^ 

A.  B.  C. — ^Balance  Sheet,  1926 

Capital  Stock |„5  q^q 

Current  Liability asiooo 


Property  Items $ioo. coo 

Current  Assets 50.000 

$150,000 


$150,00 


Balance  Sheet,  1937 

Property  Items $100. ooo 

Current  Assets ,q  ^^^ 

"New  Current  Assets" !...."." ." ! .'       10,000 


Capital  Stocky $1*5.000 

Current  Liability 25,000 

Reserve  for  Defx-edation loiooo 

__  $160,000 

"New  Current  Assets"  in  time  will  be  sufficient  to  replace  the  property 
when  the  latter  is  scrapped.  '        ^^ 


$160,000 
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By  arranging  the  changes  in  the  various  items  according  to 
the  characteristic  groups  suggested  previously,  it  will  be  noted 
that  all  of  the  working  assets  were  supplied  from  accounts 
payable. 

Capital  Assets:  —(a)—    Capital  Liabilities: 

1.  Plant $35, 000  i.  Preferred  Stock  .  $io,ocx> 

2.  Real  Estate 5 ,000 

Total $40,000  $10,000 

Current  Assets:  —(b)—    Current  Liabilities: 

I.  Miscellaneous...  $50,000  i.  Accounts  Payable  $60,000 

— (c) —    Surplus  and  Reserves.     20,000 
$90,000  $90,000 


Accounts  payable  together  with  the  surplus  of  $20,000 
supplied  all  of  the  $30,000  excess  of  plant  and  real  estate  over 
preferred  stock.  The  danger  of  this  tendency  in  fund  changes 
is  apparent.  Should  the  creditors  call  for  the  payment  of  cur- 
rent loans  when  due,  assuming  no  acceleration  in  the  turnover 
of  merchandise  or  receivables,  the  firm  would  be  seriously 
embarrassed.  A  complete  payment  of  loans  might  result  in 
a  reduction  of  the  working  capital,  which  would  have  an 
effect  of  curtailing  operations,  unless  the  firm  immediately 
resorted  to  long-term  financing  which  it  should  have  done 
in  the  first  instance. 

Standards  for  Measuring  Favorable  Trends  of  Funds. — 
The  three  favorable  trends  of  funds  that  show  an  improved 
working  capital  position  may  be  shown  diagrammatically.  The 
illustration  below  indicates  the  flotation  of  capital  liabilities 
(Department  A),  and  the  investment  of  the  money  in  cur-. 
rent  assets  (Department  B),  or  in  the  reduction  of  current 
liabilities.  A  part  of  these  funds  may  be  invested  in  the  plant 
(Department  A),  in  which  case  the  balance  may  be  invested  in 
working  capital. 
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Ai 

C,  C 

The  second  illustration  shows  the  trend  of  funds  from 
Department  A  fixed  assets  to  Department  B  current  assets,  or 
to  current  liabilities,  in  effect  resulting  in  a  reduction  in  the 
plant  investment  and  the  placing  of  the  proceeds  in  working 
capital. 

(11) 


A,r^^ 

A, 

B,''' 

^~-~~>B, 

c. 

c, 

It  is  assumed  here  that  the  reduction  of  plant  values  is 
the  result  of  the  sale  of  property,  and  not  the  destruction  or 
scrapping  of  the  plant.  These  latter  factors  can  be  detected 
only  by  ledger  inspection,  and  should  be  treated  separately  in 
comparative  balance  sheet  interpretation. 

The  third  illustration  shows  the  trend  of  funds  from 
Department  C  surplus  and  reserves,  to  Department  B  current 
assets,  and  to  reducing  current  liabilities,  which  shows  the 
investment  of  surplus  profits  and  reserve  money  in  this  depart- 
ment, as  shown  below : 

(III) 


A. 

A, 

Bt< 

aB, 

C 

■~~~~^c. 

The  trend  of  funds  into  Department  B  shows  the  mar- 
shalling of  the  funds  of  the  business  into  the  central  work- 
ing capital  department  where  they  will  be  available  for  enlarg- 
ing operations  and  improving  the  debt-paying  position  of  the 
firm  through  an  increase  in  the  liquid  assets  or  the  reduction 
of  current  liabilities.  All  three  tendencies  improve  the  liquidity 
ratio  position,  and  add  to  the  net  working  capital  owned  by  the 
firm.  They  represent  the  only  methods  by  which  the  work- 
ing capital  of  any  firm  may  be  increased. 


CHAPTER  V 

CONTROL  OVER  SOLVENCY— COMPARATIVE 
BALANCE  SHEETS  (Continued) 

The  Conservation  of  Working  Capital. — The  amount  of 
working  capital  required  by  a  business  cannot  be  predeter- 
mined with  a  great  degree  of  accuracy,  especially  if  the  trade 
is  seasonal  or  is  very  sensitive  to  changes  in  general  business 
conditions.  In  most  going  concerns  the  determination  of  the 
correct  amount  of  permanent  investment  in  working  capital 
is  a  matter  of  trial  and  error.  If  accounts  and  notes  payable 
are  promptly  paid,  it  is  safe  to  assume  that,  unless  conditions 
of  slow  collections  and  money  stringency  arise,  a  sufficient 
amount  has  been  invested. 

The  investor  is  naturally  limited  in  making  investigations 
along  these  lines,  unless  he  has  access  to  the  bookkeeping 
records.  Increasing  notes  payables,  with  perennial  requests  for 
their  renewal,  usually  is  an  indication  of  the  need  of  funding 
this  department.  Other  checks  are  often  found  in  the  loss  of 
purchase  discounts,  the  granting  of  unusual  sales  discounts, 
high  interest  costs,  the  giving  of  notes  to  creditors,  an  over- 
zealous  collection  policy,  slowing  of  stock  turnover,  and 
restricted  merchandise  stocks. 

The  balance  sheet  index  of  working  capital  is  the  differ- 
ence between  current  assets  and  current  liabilities.  As  an 
increasing  shortage  of  working  capital  is  fatal  in  the  long  run, 
it  is  highly  important  to  know  the  causes  for  its  diminution. 
Checks  should  be  made  from  time  to  time  to  ascertain  if  this 
trend  is  in  progress,  and  to  see  into  what  department  the  funds 
are  going  and  for  what  purpose. 
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How  Working  Capital  Is  Reduced. — In  general,  working 
capital  may  be  diminished  in  fi\e  ways:^  (i)  Through  the 
building  of  permanent  assets  from  working  assets,  or  current 
debts;  (2)  through  the  reduction  of  fixed  liabilities  from  the 
working  assets  or  current  debts;  (3)  through  the  payment  of 
dividends;  (4)  through  the  replacement  of  property,  the  depre- 
ciation for  which  has  been  accumulated  through  reserves  which 
have  been  "invested"  in  the  working  capital;  and  (5)  the  with- 
drawal of  cash  or  property  by  proprietors  through  the  redemp- 
tion of  capital  stock,  or  the  reduction  of  the  owners'  capital 
investment. 

Financing  Fixed  Assets. — ^The  manner  in  which  fixed 
property  items  may  be  financed,  in  whole  or  in  part,  directly 
from  working  capital  without  the  flotation  of  securities,  has 
been  described.    (See  Figure  7,  et  seq.) 

Amortizing  Capital  Liabilities. — The  utilization  of  cash, 
inventories,  or  open  accounts  for  the  purpose  of  amortizing 
bonds  or  mortgages  has  the  same  effect  as  the  creation  of  addi- 
tional fixed  assets.  The  reduction  of  debts  of  this  type  is  tanta- 
mount to  an  investment  in  capital  assets.  In  both  cases  a 
diminution  of  liquid  assets  occurs,  and  unless  an  equivalent 
amount  is  added  from  profits  or  reserves,  it  follows  that  the 
contribution  was  made  from  working  capital.  This  tendency 
tends  to  impair  credit,  and  often  calls  for  the  issuance  of  more 
stock,  bonds,  or  long-term  notes  in  the  near  future.  If  these 
long-time  securities  are  not  issued,  a  hand-to-mouth  financial 
policy  is  revealed. 

Payment  of  Dividends — The  payment  of  dividends  is 
dangerous  if  it  depletes  cash  necessary  for  the  conduct  of  the 
business.  This  is  especially  true  if  the  trading  department  has 
embarked  on  a  policy  of  expansion,  and  has  necessary  funds 
tied  up  in  a  greater  extension  of  credit  to  customers  or  in 

^  The  same  point  may  be  used  to  explain  the  loss  in  value  of  fixed 
property,  excepting  (i). 
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enlarged  inventories.  Invariably,  policies  of  expansion  carry 
with  them  an  added  line  of  credit  extended  by  jobbers  and 
wholesalers,  and  unless  an  oversupply  of  cash  and  securities 
exists,  the  payment  of  dividends  removes  funds  that  normally 
should  be  used  to  cover  invoices  from  general  creditors. 

The  payment  of  dividends  which  have  been  declared  is 
merely  a  reduction  of  current  liabilities.  The  reduction  of  the 
surplus  together  with  a  falling  oflF  in  working  capital  is  an 
index  of  the  payment  of  accumulated  earnings. 

The  comparative  balance  sheet  below  illustrates  a  tendency 
in  respect  to  the  reduction  of  working  capital  for  dividend  pay- 
ments. Working  capital  (current  assets  minus  current  liabil- 
ities) was  reduced  from  $55,000  in  1925,  to  $30,000  in  1926, 
and  to  $25,000  in  1927,  or  a  total  loss  of  $30,000. 


Plant 

Real  Estate 

Current  Assets . 


1925 


$  80,000 
40,000 
75, 000 


1926 


$  80,000 
40,000 
80,000 


$195,000 


Stock 

Mortgages 

Accounts  Payable. 
Surplus 


$100,000 
30,000 
20,000 
45,000 


$195,000 


$200,000 


$100,000 
20,000 
50,000 
30,000 


1927 


$  80,000 
40,000 
80,000 


$200,000 


$100,000 
20,000 
S5>«x) 
25,000 


Changes 
1925-1927 


$ 

+ 


o 

o 

5,000 


+  $  5, 000 


$200,000 


$200,000 


$         o 

—  10,000 
+  3S>ooo 

—  20,000 


+  $  5,000 


The  changes  may  be  listed  according  to  sources  and  utiliza- 
tion of  funds. 

(a)  The  sources  were  as  follows : 

I.  Workmg  capital  reduced $30,000 

(b)  The  utilization  was  as  follows : 

1.  Reduction  of  surplus $20,000 

2.  Reduction  of  mortgage 10,000 

Total $30,000 


i 
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or  the  same  thing  may  be  stated  thus : 

(A)  Sources: 

I.  Increase  m  Current  Liabaities $35 ,000 

(B)  UtUization: 

1.  Reduction  of  Surplus $20,000 

2.  Reduction  of  Mortgage 10,000 

3.  Increase  Current  Msets s',000 

tsSf 000 

The  increase  in  current  liabilities  without  a  corresponding 
increase  in  current  assets  indicates  a  temporary  net  loss  in 
working  capital,  and  a  permanent  loss  if  the  newly  created 
accounts  payable  are  paid  from  current  assets,  which  is  nearly 
always  the  case. 

Replacement  of  Property—In  order  to  illustrate  the  man- 
ner in  which  a  comparative  balance  sheet  reflects  the  use  of 
working  capital  for  replacing  fixed  assets,  it  is  necessary  to 
understand  the  manner  in  which  depreciation  reserves  indicate 
the  accumulation  of  property  to  be  later  used  for  replace- 
ment. (See  footnote,  page  69.)  Reserves  for  losses  in  prop- 
erty values  function  in  a  broad  way  to  check  the  payment  of 
dividends.  They  represent  a  portion  of  the  excess  values 
brought  into  the  business  through  gross  income,  and  set  aside 
specifically  for  renewal  purposes.  Particular  assets  rarely  are 
^'earmarked"  or  set  aside  for  this  end;  the  reserve  indicates 
the  amount  of  property  merged  with  all  other  assets,  that  may 
be  liquidated  and  used  for  replacing  worn-out  parts.  If  it  is 
assumed  that  the  creation  of  the  reserve  parallels  in  amount 
the  shrinkage  in  value  of  the  property,  the  net  value  of  the 
asset  at  any  time  will  equal  its  ledger  value  minus  the  reserve. 
At  the  end  of  the  service  life  of  the  asset,  the  reserve  should 
equal  the  total  net  loss  due  to  depreciation,  obsolescence,  etc. 

If  the  balance  sheet  shows  that  no  new  investments  have 
been  made  in  fixed  property,  the  entire  amount  of  the  reserve 
has  been  reinvested  in  working  capital,  as  previously  explained. 
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When  the  time  comes  for  renewals,  the  value  of  the  replaced 
part  must  be  taken  from  current  assets  and  used  to  purchase 
the  new  fixed  asset.  If  this  is  not  done  new  financing  must  be 
undertaken.  If  accomplished  by  current  loans,  working  cap- 
ital will  be  reduced  when  the  loan  is  paid. 

The  net  effect  on  the  balance  sheet  will  be  the  disappearance 
of  the  reserve  for  depreciation  and  an  equivalent  loss  in  work- 
ing capital,  as  shown  in  the  following  case : 

Debits  1923  1924 

Property  Items $100,000    $100,000 

Current  Assets 60,000        50,000 

$160,000  $150,000 

Credits 

Capital  Stock $125,000    $125,000 

Reserve  Depreciation 10 ,000 

Current  Liabilities 25 ,000        25 ,000 

$160,000  $150,000 


The  usual  accounting  procedure  is  either  to  close  the  reserve 
into  the  property  item,  thereby  eliminating  the  former  and 
reducing  the  latter  to  $90,000,  and  then  raise  the  property  item 
to  its  old  figure  of  $100,000,  or  to  close  the  reserve  account 
by  a  direct  charge  from  cash. 

Withdrawal  of  Property  by  Owners. — The  withdrawal  of 
working  capital  by  the  proprietor  of  a  business  is  accomplished 
with  the  same  results  as  the  reduction  of  capital  liabilities,  or 
the  payment  of  dividends. 

Standards  for  Measuring  Unfavorable  Trends  of  Funds. 
— In  diagrammatic  form  there  are  four  unfavorable  trends  of 
funds  that  show  the  diminution  of  working  capital.    They  are : 

First,  funds  from  Department  B  to  Department  A,  which 
show  the  use  of  current  liquid  assets  for  (a)  the  building  of 
plant,  or  (b)  the  reduction  of  capital  liabilities,  representing 
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an  absolute  loss  in  the  working  capital  fund.     The  trend  is 
shown  as  follows: 

(I) 


Second,  funds  moving  from  Department  B  to  Department 
A  which  show  the  short-time  borrowing  and  the  use  of  the 
money  for  (a)  building  the  plant,  or  (b)  reducing  funded 
debt  or  the  repurchase  of  stock  from  owners.  This  trend  is 
shown  as  follows: 

(11) 


Third,  funds  moving  from  Department  B  to  Department  C 
show  the  payment  of  dividends  or  the  replacement  of  property 
and  the  loss  of  the  net  working  capital.  It  is  per  se  dangerous 
if  followed  to  extremes.    This  trend  is  shown  as  follows : 


(HI) 


A, 

Bi, 


A, 


Fourth,  the  moving  of  funds  from  Department  B  to  De- 
partment C  shows  operating  losses  and  the  reduction  of  work- 
ing capital  through  the  unsuccessful  conduct  of  the  business. 
This  change  is  the  most  dangerous  of  all  trends  and  should 
be  watched  carefully.     It  is  shown  as  follows: 

(IV) 


79 


The  fact  that  funds  are  daily  changing  from  one  depart- 
ment to  another  should  not  obscure  the  ultimate  destination  of 
money  investments,  and  still  more  important,  the  more  or  less 
permanent  trend  of  funds.  The  fact  that  dollars  go  from  one 
department  one  day  and  back  the  next,  is  not  important.  A 
longer  period  should  be  used  for  measurement.  It  is  the 
month  by  month,  year  by  year  trend  causing  fundamental 
changes  that  should  be  noted.  This  chart  device  is  introduced 
here  simply  to  give  a  technique,  for  diagnosing  "structural" 
changes  as  shown  by  a  study  of  the  trend  of  funds.  It  gives 
in  graphic  form  the  good  and  bad  tendencies  in  fundamental 
financial  conditions. 

Miscellaneous  Trends  of  Funds. — Another  trend  of  funds 
that  may  be  graphically  shown  is  the  loss  of  plant  values  and 
the  charging  of  the  same  to  surplus.  Funds  from  Department 
A  to  Department  C  would  be  an  indication  of  such  a  loss  as 
shown  in  the  following  diagram : 

(V) 


A,^.^ 

A, 

B,    ^^ 

■^^      B, 

Ci 

^^C, 

Stock  dividends  show  a  trend  of  funds  from  Department  C 
to  Department  A.  While  this  does  not  represent  a  change  in 
actual  funds,  nevertheless  the  bookkeeping  facts  are  registered 
in  the  balance  sheet  as  shown  in  the  following  diagram : 


(VI) 


Ai 
Bi 


B2 
C2 


Deficits  may  be  registered  in  a  score  of  manners.  The 
trend  may  be  from  Department  A  or  Department  B.  In  all 
cases  the  change  virtually  represents  the  "sinking"  of  values 
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into  a  negative  surplus.     Diagrammatically,  these  changes  re- 
sulting in  net  loss  will  register  the  following  changes : 

(VII) 


The  placing  of  profits  and  reserves  in  fixed  assets  or  in 
capital  liabilities  would  show  a  trend  from  Department  C  to 
Department  A,  as  indicated  in  the  diagram  below. 


(VIII) 


Aa 


Stock  Dividends  Revealed  in  Comparative  Balance 
Sheets. — Stock  dividends  result  in  a  reduction  of  surplus  and 
a  corresponding  increase  in  common  stock.  This  change  repre- 
sents the  addition  of  no  new  values  to  the  firm,  and  in  the  last 
analysis  is  the  result  of  a  bookkeeping  entry  that  converts  a 
surplus  amount  into  a  capital  stock  account.  The  following 
cases  show  a  stock  dividend  together  with  the  identification  of 
the  investment  of  surplus  profits  and  reserves  over  a  period  of 
years. 

Balance  Sheet,  December  31,  1921 

Fixed  Assets $100 ,000        Capital  Stock $125 ,000 

Current  Assets 75 ,000        Mortgage 50,000 


$175,000 


Balance  Sheet,  December  31,  1926 


$175,000 


Fixed  Assets $1 10 ,000 

Current  Assets 100,000 


$210,000 


Capital  Stock $125,000 

Mortgage 20,000 

Reserve  Depreciation. . .       25,000 
Surplus 40,000 

$210,000 
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Balance  Sheet,  January  i,  1927 

Fixed  Assets $110,000        Capital  Stock $155,000 

Current  Assets 100,000        Mortgage 20,000 

Reserve  Depreciation.  .  .       25,000 
Surplus 10,000 

$210,000  $210,000 

On  December  31,  1926,  the  balance  sheet  showed  that  com- 
pared with  192 1  the  firm  had  "invested"  its  reserve  for  deprecia- 
tion $25,000,  and  its  surplus  $45,000,  as  follows: 

1.  Fixed  Assets $10,000 

2.  Current  Assets 25,000 

3.  Reduction  of  Mortgage 30,000 

$65,000 
On  January  i,  1927,  the  company  declared  a  stock  dividend ; 
the  balance  sheet  showed  a  reduction  of  the  surplus  by  $30,000 
and  an  increase  in  the  stock  of  the  same  amount.  Naturally 
this  was  not  stock  watering  as  the  values  represented  by  the 
common  stock  increase  was  formerly  in  the  surplus,  and  was 
reinvested,  a  part  in  fixed  assets,  a  part  in  current  assets,  and 
a  part  in  the  reduction  of  the  mortgage  indebtedness.  The 
former  surplus  profits  reinvested  in  the  business  retained  their 
identity  in  their  old  form.  Where  the  credit  was  formerly 
surplus,  it  has  been  changed  to  common  stock. 

Operating  Deficits — Operating  losses  that  result  in  the 
reductions  of  surplus,  find  expression  in  a  reduction  of  general 
values  either  among  the  physical  assets,  current  or  fixed,  or 
the  creation  of  new  liabilities,  or  a  combination  of  these 
factors.  Most  often  the  loss  results  in  an  absolute  shrinkage  in 
working  capital,  represented  by  a  reduction  of  cash,  merchan- 
dise, or  receivables,  or  an  increase  in  current  liabilities;  it 
amounts  to  an  expenditure  of  values  not  recovered  from  income 
receipts.  Physical  plant  may  also  be  converted  into  cash  which 
in  turn  is  used  up  as  a  result  of  the  deficit,  in  which  case  the 
net  reduction  will  occur  in  the  plant  values ;  or  capital  liabilities 
may  be  created  and  the  values  used  in  operations.     (  See  below. ) 
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1926  1927 

Fixed  Assets $iio,ocx)  $110,000 

Current  Assets 100,000  90,000 

Deficit o  IS  ,000 

$210,000    $215,000 

Capital  Stock $155,000  $155,000 

Mortgage 20,000  20,000 

Loans o  10,000 

Reserve  Depreciation 25 ,000  30,000 

Surplus 10,000  o 

$210,000    $215,000 

In  1927  the  operating  loss  of  $25,000  resulted  in  a  reduction 
of  current  assets  of  $10,000;  an  increase  in  loans  of  $10,000; 
and  an  increase  in  the  reserve  for  depreciation  of  $5,000.  The 
net  working  capital  was  reduced  $20,000.  The  $5,000  in- 
cluded as  a  part  of  the  deficit  is  represented  by  the  increase  of 
the  depreciation  reserve.  It  amounts  to  a  transfer  from  the 
stockholders'  equity  in  property  to  a  valuation  reserve.  This 
change  results  in  no  net  addition  to  property  in  any  form,  for 
replacement  purposes,  but  simply  marks  down  the  value  of  the 
fixed  assets  by  an  amount  suffered  by  the  stockholders,  through 
the  depreciation  of  the  assets. 

The  Trend  of  Funds  Shown  by  Index  Numbers. — A 
similar  report  analysis,  though  less  graphically  displayed,  show- 
ing the  departmental  trend  of  funds,  may  be  developed  with 
the  use  of  index  numbers  that  show  the  trend  of  each  balance 
sheet  item,  based  on  the  first  year's  figures.  Such  an  index 
number  analysis  worked  out  for  the  Western  Metal  Products 
Company  is  given  in  Figure  8.  The  year  1925  is  taken  as  a 
starting  point  and  each  succeeding  year's  index  number  is  based 
upon  that  year.  The  plan  is  useful  for  checking  the  trend  of 
critical  items  such  as  cash,  receivables,  payables,  and  profits, 
and  furnishes  a  check  on  group  tendencies.  However,  it  does 
not  feature  pointedly  the  departmental  "drift"  which  is  brought 
out  in  the  preceding  illustrations  and  which  gives  in  summary 
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/ 


ASSETS 


1.  Real  Estate. 

2.  Buildings. . . 

3.  Goodwill. . . 

4.  Machinery.. 


1925 


Total  Fixed  Assets. 


5.  Cash 

6.  Accounts  Receivable . 

7.  Notes  Receivable 

8.  Finished  Goods 

9.  Raw  Materials 

10.  Investments 


Total  Current  Assets. . 

Total  Assets 

LIABILITIES 


$  30,000 

4S»ooo 
25,000 

60,000 


$160,000 


12,150 
19,850 
15,000 
49.500 
10,000 
10,000 


Per  Cent 
Based  on 

1925 
1926 


s 


100% 

113% 
100% 

78.1% 


Per  Cent 
Based  on 

1925 
1927 


96.0% 


$116,500 


1.  Common  Stock. 

2.  Preferred  Stock. 

3.  Bonds  Payable . 


Total  Capital  Liabilities. 


4.  Notes  Payable . . . 

5.  Accounts  Payable. 


Total  Current  Liabilities. 


6.  Reserve  for  Depreciation. 

7.  Surplus  Profits 


Total  Reserve  and  Surplus. 
Total  Liabiltties 


$276,500 


$100,000 

100,000 

o 


$200,000 


$  26,000 
14,000 


$  40,000 


$  21,300 
15,200 


$  36,500 


$276,500 


99-4% 

75-5% 
120.0% 

131-3% 

82.5% 
250.0% 


123  1% 


107.0% 


100% 
100% 

*i37.5% 


100% 

124.4% 
100% 

82.5% 


100.4% 


123.4% 
90.6% 

113.3% 
127.2% 

90.0% 

100% 


113-3% 


105.0% 


112.5% 


7.7% 
107.1% 


42.5% 


137.0% 
163.1% 


147.6% 


107.0% 


100% 
100% 

*i37-5% 


112.5% 


IS.  4% 
60.7% 


31.2% 


142.7% 
161.8% 


150.7% 


105.7% 


•  Nominal   percentage   to   correspond    with   the  total   change    in   capital    liabilities. 

Figure  8.    Comparative  Balance  Sheet,  Showing  Trends  in  Index  Numbers 
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form  the  net  amount  of  incoming  or  outgoing  funds  in  the 
major  structural  sections  of  the  business. 

Non-Fund    Changes   in   Balance    Sheets Most   of   the 

changes  in  the  comparative  balance  sheets  considered  thus  far  in 
this  chapter  have  involved  actual  funds,  representing  trends  in 
tangible  values  that  have  substance  in  the  form  of  real  proper- 
ties and  liabilities.  There  are,  however,  a  large  number  of 
changes  in  balance  sheet  items  found  in  actual  practice,  which 
find  their  way  into  the  reports  that  are  non-pecuniary  in  nature. 
These  changes  are  not  "funds"  in  the  strict  sense  of  the  word 
but  are  the  result  of  bookkeeping  entries  made  in  the  ledger. 
They  have  no  real  value,  and  since  their  presence  tends  to  give 
an  erroneous  reading  to  the  source  and  utilization  of  funds,  it 
is  necessary  to  determine  what  these  adjustments  are,  and  also 
in  what  manner  they  cause  false  conclusions  regarding  the 
actual  changes  in  the  financial  structure. 

Charges  Against  Surplus. — For  example,  the  writing  off  to 
Surplus  or  to  the  current  Profit  and  Loss  account  of  such 
items  as  fire  losses,  organization  expenses,  goodwill,  patents, 
discount  on  capital  stock,  and  similar  items,  gives  a  false  trend 
of  funds  in  the  statements.  This  is  true  because  normally  the 
reduction  in  surplus  between  years  is  usually  assumed  to  regis- 
ter the  fact  of  dividend  payments,  or  operating  losses,  when 
as  a  matter  of  fact  not  one  of  these  changes  may  have  taken 
place.  If  the  reduction  in  the  surplus  came  about  as  a  result 
of  mere  bookkeeping  debits  to  Surplus,  and  the  corresponding 
credit  to  some  capital  account,  a  misstatement  of  the  real  profits 
earned  and  reinvested  in  the  business  is  shown,  due  to  the  fact 
that  the  ledger  entry  charging  surplus  of  itself  registers  a  loss, 
and  cancels  a  portion  or  all  of  the  true  profit  for  the  period. 

Again,  the  writing  up  or  the  appreciating  of  such  items  as 
real  estate  or  other  fixed  assets,  even  though  the  excess  value  has 
a  real  existence,  gives  a  false  surplus  position  because  the 
ledger  entry  crediting  Surplus  registers  a  profit  and  augments 
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the  operating  gain.  In  both  cases  where  the  asset  account  has 
been  adjusted,  either  by  way  of  depreciation  or  appreciation, 
an  untrue  statement  of  asset  changes  is  brought  about.  Funds 
do  not  go  into  real  estate  as  a  result  of  mere  bookkeeping 
debits,  and  neither  do  the  intangibles  lose  dollar  values  from 
the  credits. 

Non-Fund  Changes  Shown  by  Ledger  Accounts. — ^A 
study  of  the  Surplus  account  over  two  fiscal  periods,  where 
adjustments  have  been  made,  writing  down  the  value  of  the 
intangibles,  will  illustrate  the  point  more  graphically. 

GooDwn.L  Account 


Original  value $50,000 


Written  down  and  charged 

to  Surplus $25 ,000 


Surplus  Account 

Goodwill  written  down .  . . 
Balance 

$  25,000 
80,000 

Original  balance 

Current  earnings 

Balance  down 

$  7S»ooo 

30,000 

$105,000 

$105,000 

. . . .  $  80,000 

If  the  original  value  of  the  goodwill  $50,000  had  not  been 
written  down  by  $25,000  and  charged  to  Surplus  account,  the 
latter  would  have  a  balance  of  $105,000  instead  of  the  $80,000 
as  shown  in  the  ledger  account.  The  trend  of  funds  here  would 
show  only  $5,000  coming  from  the  surplus,  whereas  there 
should  be  a  representation  of  the  full  $30,000  in  profits.  The 
source  and  utilization  of  funds  is  thus  cancelled  in  the  same 
way  that  the  showing  of  assets  at  their  net  value  without  the 
full  showing  of  depreciation  reserves,  covers  the  true  trend  of 
funds  where  there  are  additions  and  betterments  in  the  fixed 
assets. 

Or  again,  take  the  case  of  the  appreciation  of  the  Real 
Estate  account  as  illustrated  in  the  following  ledger  accounts. 
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Real  Estate 


Original  cash  cost $50,000 

Written  up 25,000 


Capital  Stock 


$50,000 


Current  Assets 


Old  balance $80,000 

New  amount 20,000 


Current  Liabilities 


$50,000 


Surplus 


Old  balance $30,000 

Current  profits 20,000 

Real  estate  written  up 25,000 


Real  estate  here  was  appreciated  $25,000  and  the  amount 
credited  to  the  surplus.  As  actually  revealed  in  the  accounts, 
the  current  operating  profits  were  reinvested  in  the  current 
assets.  If  the  ledger  was  not  adjusted  to  offset  the  erroneous 
surplus  statement,  a  false  trend  of  funds  would  show  that  the 
$45,000  contribution  from  the  surplus  had  been  invested  in 
real  estate  $25,cxx)  and  in  current  assets  $20,000. 

A  specially  complex  situation  arises  where  a  combination  of 
these  two  bookkeeping  entries  occurs,  one  entry  writing  down 
the  intangibles  and  the  other  writing  up  the  physical  assets,  or 
where  there  are  adjustments  made  between  assets  and  their 
related  reserves  on  the  occasion  of  a  sale  of  property  for  more 
or  less  than  book  values. 

Another  change  in  the  funds  of  a  business  that  does  not 
receive  a  satisfactory  record  in  the  usual  comparative  balance 


sheet  is  the  payment  of  cash  dividends  out  of  current  profits. 
An  operating  gain  may  be  offset  by  the  payment  of  an  equiva- 
lent amount  of  dividends  paid  out  during  the  year  in  which  the 
profits  were  made,  an  important  fact  that  is  not  disclosed  to  the 
reader  of  the  comparative  reports  unless  the  supplemental  in- 
formation is  secured  from  the  bookkeeping  department. 

Working  Papers. — With  the  use  of  appropriate  working 
papers  all  non-pecuniary  or  non-fund  changes  in  comparative 
balance  sheets  can  be  properly  adjusted  in  such  a  way  that  the 
true  dollar  funds  only  will  be  featured.  The  working  papers 
and  ledger  accounts  illustrated  on  the  following  pages  show 
the  usual  form  for  analyzing  bookkeeping  changes  and  for 
showing  the  adjusted  source  and  utilization  of  funds. 

The  work  sheets  which  follow  are  useful  for  analyzing  the 
trend  of  funds.  Figure  9  illustrates  the  use  of  the  work  sheet 
without  bookkeeping  adjustments.  Figure  10  illustrates  the 
use  of  the  work  sheet  with  the  bookkeeping  adjustments  neces- 
sary to  give  a  true  picture  of  the  trend  of  funds. 

The  data  for  the  illustration  are  taken  from  the  following 
balance  sheets: 


Real  Estate 

Buildings 

Inventories 

Accounts  Receivable. 
Cash 


1926 


Bonds  Payable 

Accounts  Payable 

Capital  Stock 

Surplus .•  •;    ■ 

Reserves  Depreciation 


$  25,000 
50,000 
40,000 
60,000 
15,000 


1927 


Differences 


$190,000 


$  30,000 
50,000 

75,000 
15,000 
20,000 


$  30,000 
60,000 
52,500 
55,000 
22,700 


$220,200 


$  40,000 
55,000 
75,000 
25,000 
25,200 


+  $  5,000 
-1-  10,000 
+  12,500 
-  5,000 
+   7,700 


+  $30,200 


$190,000 


$220,200 


+  $10,000 
+  5,000 
o 
+  10,000 
+   5,200 


+  $30,200 


:!  Mi 
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Prior  to  the  adjustments,  as  recorded  in  the  above  compara- 
tive balance  sheets,  the  source  and  utiHzation  of  funds  show  the 
following : 

A.  Source  of  Funds: 

1.  Accounts  Receivable |  5 ,000 

2.  Accounts  Payable 5,000 

3.  Surplus .'  .*  *  io',ooo 

4.  Reserves 5, 200 

5.  Bonds 10,000 

S3S» 200 

B.  Utilization  of  Funds: 

1.  Real  Estate $  5,000 

2.  Buildings 10 Jooo 

3.  Inventories 12,500 

4-  Cash ylyoo 

$35 » 200 


The  trend  of  funds  shows  the  following : 

From  Surplus  and  Reserves,  Department  C $15 ,  200 

To  Capital  Assets,  Department  A $  5 ,000 

To  Working  Capital,  Department  B 10 ,  200      1 5 ,  200 

Ledger  Adjustments.— In  this  illustration  all  increases  and 
decreases  appeared  as  bona  fide  changes  in  the  various  ledger 
accounts.  However,  upon  inspection  of  the  ledger  it  may  be 
noted  that  the  $5,000  increase  in  the  Real  Estate  account 
resulted  from  a  bookkeeping  entry  debiting  that  account  and 
crediting  Surplus;  that  there  was  a  $2,000  fire  loss  charged 
from  the  Building  account  to  Surplus;  that  the  Reserve  for 
Depreciation,  which  had  been  previously  overstated,  was  closed 
into  (credited)  Surplus,  the  amount  being  $2,500;  that  profits 
earned  amounted  to  $12,000;  and  that  a  cash  dividend  of 
$7,500  was  paid. 

The  bookkeeping  Surplus  and  Reserve  accounts  showed  the 
following : 
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Fire  Loss,  1927 $  2 ,000 

Dividends,  1927 7, 500 

Balance,  1927 25 ,000 


^34,500 


Balance,  Dec.  31, 1926 $15,000 

Real  Estate  written  up  1927      5 , 000 

Profits,  1927.... 12,000 

Adjustments  with  Reserve, 

1927 2,500 

$34,500 


Balance  forward,  Dec.  31, 

1927 $25,000 


Depreciation  Reserve  Account 

Carried  to  Surplus  1927 $  2,500 

Balance,  Dec.  31,  1927 25,200 

Balance,  Dec.  31, 1927 $20,000 

1927  Credit 7 ,  700 

$27,700 

$27,700 

Balance  forward,  Dec.  31, 

1927 $25,200 

The  Surplus  account  indicates  a  nominal  increase  of  $10,- 
000,  presumably  due  to  the  1927  profits.  But  deducting  the 
non-fund  items,  including  the  reserve  adjustment,  the  real  in- 
crease in  the  surplus  amounted  to  only  $4,500,  instead  of  $10,- 
000,  and  the  actual  increase  in  the  reserve  was  $7,700  instead 
of  $5,200.  By  showing  the  earned  profits  of  $12,000  as  an 
additional  source  of  funds,  and  the  utilization  in  the  form  of 
dividends  of  $7,500,  a  revised  trend  of  funds  statement  shows 
as  follows: 

A.  Source  of  Funds: 

1.  Accounts  Receivable $  5 ,000 

2.  Accounts  Payable 5 ,000 

3.  Profits 12,000 

4.  Reserves 7  ^  yoo 

5.  Bonds 10,000 

$39,700 
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B.  Utilization  of  Funds: 

1.  Dividends I  7,500 

2.  Buildings 12,000 

3.  Inventories 12,500 

4-  Cash 7^700 

$39,700 

The  net  trend  of  funds,  which  shows  the  structural  changes, 
is  as  follows : 

From  Surplus  and  Reserves,  Department  C I12, 200 

To  Capital  Assets,  Department  A $  2,000 

To  Working  Capital,  Department  B 10 ,  200      1 2 ,  200 

This  trend  is  at  variance  with  the  one  shown  prior  to  the 
adjustments. 

Comparative  Balance  Sheet  of  a  Going  Concern. The 

following  analysis  of  the  comparative  balance  sheet  of  The 
Diamond  *'D"  Manufacturing  Company  gives  in  detail  the 
report  of  a  going  concern.  It  shows  the  increases  and  de- 
creases in  each  balance  sheet  item  (pages  93  and  94)  ;  also, 
the  major  trend  of  funds  within  the  financial  structure.  The  re- 
port (page  96)  indicates  the  capital  financing,  the  working  cap- 
ital financing  and  changes  in  profits  and  reserves  for  the  year. 

The  Investment  of  Surplus  and  Reserves  Report  (page  97) 
gives  a  detailed  statement  of  how  the  firm  reinvested  its  operat- 
ing profits  and  reserves  in  the  various  assets  and  liabilities 
during  the  year  1927.  It  shows  in  a  graphical  way  why  the 
profits  for  the  period  are  not  represented  in  the  cash  balance. 

By  identifying  the  exact  position  of  the  profit  and  reserves 
"money,"  in  the  financial  structure,  the  financial  manager  and 
the  directors  will  be  in  a  better  position  to  determine  the  divi- 
dend policies,  to  plan  the  operating  budgets  and  the  expendi- 
tures for  capital  assets.    (See  Chapter  XXII.) 
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The  Diamond  "D"  Manufacturing  Company 

Comparative  General  Balance  Sheet 

At  December  31, 1926,  and  December  31, 1927 


December 
31, 1926 

December 
31, 1927 

+ 
Increase 

Decrease 

ASSETS  AND  DEFERRED 
DEBIT  ITEMS 

CAPrrAL  Assets: 
Land 

$  57,157.00 

70,990.44 
13,105.41 
15,904.02 
36,050.74 

3. 472  03 

6,218.84 

669.25 

5,769.68 

4. 369  96 
2,382.78 

%  57.157.00 
70,990.44 
13.439.27 
16,404.43 
39.471.77 

3,481.21 

6,312.06 

669.25 

7,329.01 

4.654  94 
2,692.02 

$      333-86 

500.41 

3.421.03 

9.18 

93  22 

0 

I. 559- 33 
284.98 

309.24 

Factory  and  Office  Buildings 

Building  Equipment 

Power  Plant 

Machinery  and  Tools 

Experimental  and  Improve- 
ment Plan 

Maintenance  Plant 

Printing  Plant 

Transportation  Plant 

Furniture  and  Fixtures 

Trade-Marks  and  Patents.  . . 

Total  Capital  Assets 

$216,090.15 

$222,601.40 

$  6,511.25 

WosKTNG  and  Trading  Assets  : 

Working: 

Goods  in  Process — Inventory 
Manufacturing  Materiab  and 

Supplies — Inventory 

Materials    for    Repairs    and 

Maintenance — Inventory. . 
Scrap  Material — Inventory. . 
Shipping  Material— Inventory 
Coal,  on,  and  Waste — Inven- 

torv   

$  12,388.04 

26,555.65 

3.953  60 
218.86 
114.78 

97.00 

11,251.97 

50.56 

$  10,299.68 

36,653.27 

6,350.65 
257.22 
220.19 

97.30 

10,473-33 
55  70 

$10,097.62 

2,397.05 

38.36 
105.41 

•  30 

5-14 

$  2,088.36 

Advertisins  Matter 

778.64 

Stationery  and  Printing 

Total  Working  Assets 

Trading: 

Finished  Goods— Inventory. . 

54,630.46 
56,631.05 

64,407.34 
53.651." 

12,643.88 

2,867.00 
2,979  94 

Total  Wobking  and  Trading 
Assets 

$111,261.51 

$118,058.45 

$12,643.88 

$  ^,846.94 

Total  Capftal,  Working  and 
Trading  Assets 

^327.351-66 

$340,659.85 

^19.155-13 

$  5,846.94 
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The  Diamond  "D"  Manufacturing  Company 
Comparative  General  Balance  Sheet— (Continued) 


December 
31, 1926 


$     1,865.61 


39.588.75 

529.08 
951.57 


54,028.24 


1.583.33 


1.583.33 


^  55.611.57 


Current  Assets: 

Cash  in  Banks  and  in  Office. .  ^    . ,  ^^ .  ^. 

Special  Deposits n ,093. 23 

Notes  Receivable 

Customers'  Accounts  Receiv- 
able   

Claims  against  Transporta- 
tion Cos 

Advances  to  Employees 

Total  Current  Assets 

Deferred  Debit  Items: 

Fire  Insurance  Premiums,  un- 
expired portion 

Freight  and  Cartage  Outward, 
applicable  to  goods  finished, 
warehoused  and  unsold 

Total  Deferred  Debit  Items.. 
Total  Current  Assets   and 

Deferred  Debit  Items.  , 

Total  Assets  and  Deferred 
Debit  Items 

LIABILITIES  AND  SURPLUS 
Capital  Liabilities: 
Capital  Stock  Authorized,  Is 

sued  and  Outstanding 

Real  Estate  Bond  and  Mort- 
gage  

Total  Capital  Liabilities 

Current  Liabilities: 

Notes  and  Loans  Payable 

Accounts  Payable: 

a.  To  Creditors 

b.  Employees— Wages  Ac- 
crued  

c.  To  Salesmen — Salaries, 
Commissions    and    Ex 
penses 

d.  To  Employees  —  Profit 
Sharing  Scheme 

e.  To  Employees— Deposits 
for  Use  of  Tools 

f.  To  State— For  Taxes. 
Total  Current  Liabilities. . 

Total  Liabilities 


December 
31,1927 


Increase 


^  18,773.15 
14,690.40 
1,000.00 

53.376.04 

732.32 
58908 


$16,907.54 

3.597-17 
1,000.00 

13.787.29 

203 .  24 


89, 160.99 


I. 411. 85 
3.670.46 


5.082.31 


$  94.243  30 


^34.903.  IS 


$  50,000.00 
109,100.00 


35.495   24 


Decrease 


f 362.49 


362.49 


171.48 

3. 670. 46 

3.670  46         171  48 

533  9: 


$39.165  70 


159,100.00 


31,700.00 

8,953- 12 

774.82 

1,182.30 

9,689.28 

10.75 


I  50,000.00 
98,300.00 


$58.320. 83 


148,300.00 


$  6,380.91 


$10,800.00 


52,310.17 


$211,410.17 


18,749.96 

1,581.79 
10,717.24 

3.588.19 

734.79 

63  58 
1,116.12 


36.551.67 


$184,851.67 


$  9,942.42 
2,405.99 


52.83 
1,116. 12 


10,800.00 


12,950.04 
7,371  33 


8,954.49 


13.517  36 


$13,517.36 


29.275.86 


$40,075.86 
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December 
31, 1926 

December 
31,1927 

Increase 

Decrease 

Surplus: 

a.  Appropriated: 

For  Reserves  for  Claims 
against      Transporta- 
tion Companies 

For  Reserves  for  Depre- 
ciation of  Physical  As- 
sets  

$        184.75 

$        569.73 

9.481.39 
2,715.34 

$      384  98 

9.481.39 
2,715.34 

For  possible  Losses  of 
Accounts  Receivable  . 

Total  Appropriated. . . . 
b.  Available  for  Dividends. . . 

184.75 
171. 368. 31 

12,766.46 
237,285.02 

12,581.71 
65,916.71 

Total  Surplus  and  Reserves 

171.553.06 

250,051.48 

78,498.42 

Total  Liabilities  and  Surplus 

$382,963.23 

$434,903.15 

$92,015.78 

$40,075.86 

Source  and  Utilization  of  Funds  by  Major  Groups 
Sources: 

1.  Current  Liabilities  Increased $13 , 517 .36 

2.  Decrease  Current  Assets 533 .  97 

3.  Reinvestment  of  Profits  and  Reserves 78 , 498 .  42    $92 ,  549 .  75 

Utilization: 

1.  Reduction  Fixed  Liabilities $10,800.00 

2.  Reduction  Current  Liabilities 29 ,  275 .  86 

3.  Increased  Fixed  Assets 6,511.25 

4.  Increase  Working  and  Trading  Assets 6 ,  796 .  94 

5.  Increase  Current  Assets 39, 165 .  70    $92 , 549 .  75 
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Trend  of  Funds 

The  Diamond  "D"  Manufacturing  Company 

Changes  in  Assets  and  Liabilities  by  major  groups,  1926-1927 

A. — Capital  Group 

1.  Fixed  Assets  Increased +  $  6,511.25 

2.  Fixed  Liabilities  Decreased -    10,800.00 


Total  Investment  in  Capital  Group $17,311 .  25 

B.— General  Balance  Sheet 


1.  Working  Assets  In- 

creased   $  9,776.88 

2.  Current  Assets  In- 

creased       35 . 132 . 75 

3.  Deferred  Items  In- 

creased         3 , 498  98 

$48,408.61 

4.  Trading  Assets  De- 

creased         2 , 979 . 94 


Current  Liabilities  Re- 
duced   $29,275.86 

Current  Liabilities  In- 
creased      13.51736 

Total  Net  Investment  in 

Liabilities  (Current) ...  $15 ,  758  •  50 


Total  Net  Investment  in 

Working  Assets $45,428.67 

C— Profits  and  Reserves 

Profits $65,916.71 

Reserves 12,581.71 


Total $78,498.42 


Net  Investment  in  Capital  Group S17 >3ii  •  25 

Net  Investment  in  Working  Capital: 

Net  Current  and  Working  Assets  Increased.  .$45,428.67 

Net  Current  and  Working  Liabilities  Reduced    15,758  5°      61,187.17 


Source — Profits  and  Reserves. 


$78,498.42 
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Recapitulation — Investment  of  Surplus  and  Reserves,  1927 

A. — Reduction  of  Liabilities: 

1.  Fixed: 

a.  Real  Estate  Bond  and  Mortgage $10, 800.00 

2.  Current  Liabilities  Decreased: 

a.  Notes  and  Loans  Payable $12,950.04 

b.  Accounts  Payable 7 ,371 .  33 

c.  Employees'  Profit  Sharing 8 ,  954 .  49     $29 ,  275 .  86 

3.  Less  Current  Liabilities  Increased: 

a.  Accrued  Wages $  9,942.42 

b.  Accrued  Salesmen's  Salaries 2,405 .99 

c.  Deposits  on  Tools 52 .  83 

d.  Accrued  Taxes 1,116. 12 

Total  Decrease  in  Liabilities , 


13.517-36       15.758.50 
$26,558.50 


B. — Increase  in  Assets: 

1.  Fixed  Assets: 

a.  Building  Equipment $      333.86 

b.  Power  Plant 500.41 

c.  Machinery  and  Tools 3,421 .03 

d.  Maintenance  Plant 93  •  22 

e.  Experimental  Plant 9.18 

f.  Transportation  Plant 1 ,  559 .  33 

g.  Furniture  and  Fixtures 284 .  98 

h.  Trade-Marks 309  24    $  6, 511 .  25 

2.  Working  and  Trading  Assets: 

a.  Materials  Inventory $10,097.62 

b.  Repairs  Materials 2,397 .05 

c.  Scrap  Materials 38 .  36 

d.  Shipping  Materials 105 .  41 

e.  Coal,  Oil  and  Waste .30 

f.  Stationery  and  Printing 5.14 

$12,643.88 
Less: 

a.  Goods  in  Process 2 ,088 .  36 

b.  Advertising 778. 64 

c.  Finished  Goods 2,979.94 


$  5.84694        6,796.94 


Current  Assets  and  Deferred  Charges: 

a.  Cash $16,907.54 

b.  Special  Deposits 3.597-17 

c.  Notes  Receivable i ,000.00 

d.  Accounts  Receivable 13 » 787  •  29 

e.  Railroad  Claims 203. 24 

f.  Out-Freight  Prepaid 3.67046 

$39,165.70 

Less  Decreases  Current  Assets: 

a.  Advances  to  Employees  .  $362.49 

b.  Fire  Insurance 171  48  533  97 

Total  Increase  in  Assets 


38,631. 7:^ 


Total  Increase  in  Surplus  and  Reserves,  1927 


51,939.92 

$78,498.42 


I 

i 
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CHAPTER  VI 

CONTROL  OVER  SOLVENCY— BALANCE  SHEET 

RATIOS 

Recapitulation  of  Solvency  Controls. — Up  to  the  present 
point  the  following  analytical  technique  covering  control  over 
solvency  has  been  developed: 

1.  The  method  for  determining  the  amount  of  the  owners* 
investment  in  the  business  and  the  ratio  of  the  owners'  com- 
pared with  the  creditors*  equity,  i.e.,  the  strength  of  the  founda- 
tion for  carrying  the  superstructure  of  credit. 

2.  The  method  for  determining  the  relative  amounts  of 
funded  or  long-term  debt  to  the  more  volatile  current  debt, 
i.e.,  the  type  of  credit  superstructure  as  revealed  through  the 
ratio  of  fixed  liabilities  to  current  liabilities. 

3.  The  method  for  determining  the  debt-paying  capacity, 
i.e.,  the  ability  to  meet  debts  as  revealed  through  the  ratio  of 
current  assets  to  current  liabilities  and  the  ratio  of  quick  assets 
to  current  liabilities. 

4.  The  method  for  determining  the  manner  of  financing 
fixed  assets  in  a  new  concern  as  revealed  through  the  ratio  of 
fixed  assets  and  intangibles  to  capital  liabilities. 

5.  The  method  for  determining  general  retrogression  in 
earnings  as  revealed  in  comparative  balance  sheets. 

6.  The  method  for  determining  general  unfavorable  ten- 
dencies in  the  financial  structure  as  revealed  in  the  "trend  of 
funds"  report,  more  particularly  as  applied  to  the  depletion  of 
working  capital,  the  incorrect  financing  of  capital  expenditures, 
the  replacement  of  property,  and  the  payment  of  dividends  and 
operating  losses. 

7.  The  method  for  determining  the  general  favorable  ten- 
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dencies  in  the  financial  structure  as  applied  to  the  correct 
financing  of  capital  expenditures  and  the  conservation  of  work- 
ing capital. 

Additional  Insolvency  Hazards.— We  now  come  to  a 
series  of  business  hazards  or  business  troubles,  indirectly  caus- 
ing insolvency,  the  control  over  which  lies  partly  in  balance 
sheet  reports  and  partly  in  functional  officers'  operating  reports. 
These  hazards  may  be  enumerated  as  follows : 

1.  Over-investment  in  outstanding  accounts  resulting 
from  too  large  extensions  of  credit  to  customers  and  poor  col- 
lections, the  effect  of  which  ties  up  liquid  funds,  causes  finan- 
cial strain,  and  increases  the  overhead  expenses. 

2.  Over-investment  in  raw  materials,  goods  in  process,  and 
finished  goods,  the  effect  of  which  is  to  tie  up  liquid  funds, 
lower  the  debt-paying  capacity,  and  to  increase  the  overhead 
costs  through  an  increase  in  interest  expenses. 

3.  Over-investment  in  plant,  which  causes  a  lessened  return 
on  the  owners'  investment  due  to  the  greater  increase  in  pro- 
ductive outlay  and  a  less  than  proportionate  increase  in  volume 
of  business  and  net  profits. 

4.  Insufficient  investment  on  the  part  of  the  owners  in 
working  capital,  which  results  in  impaired  credit  standing,  in- 
ability to  pay  debts  at  maturity,  and  in  extreme  cases,  ultimate 
insolvency  of  the  business. 

These  hazards  will  be  briefly  discussed  here  together  with 
an  outline  of  the  standard  and  records  technique  used  for  con- 
trolling them  from  the  accounting  and  statistical  standpoint. 

Over-Investment  in  Receivables.— The  technique  required 
for  determining  the  normal  amount  of  accounts  receivable, 
the  amount  of  delinquencies  and  their  average  age,  is  more 
elaborate  than  can  be  developed  in  a  short  paragraph  and  is 
reserved  for  a  later  chapter.^    Suffice  it  to  state  here  that  some 

see  \^\tr  xTf"^^**  discussion  of  control  over  the  credit  and  collections. 
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reliable  check  is  needed  for  determining  whether  or  not  the 
open  accounts  are  over-extended  and  contain  increasingly  large 
amounts  of  overdue  accounts. 

Expansion  of  Receivables  and  the  Liquidity  Ratio. — 
Sight  must  not  be  lost  of  the  fact  at  the  outset  that  the  liquidity 
ratio  is  not  always  a  safe  index  of  debt-paying  capacity.  In 
fact,  an  improving  liquidity  ratio  may  be  caused  by  an  increase 
in  the  amount  of  accounts  receivable,  the  average  age  and  the 
delinquency  of  which  are  becoming  steadily  worse.  In  short, 
an  improvement  in  the  liquidity  ratio  may  be  an  indirect  meas- 
ure of  the  volume  of  dead  timber  in  accounts  receivable  carried 

by  the  firm. 

The  so-called  improvement  in  the  ratio  is  brought  about  by 
the  addition  of  gross  profits  in  accounts  receivable  (in  addition  J 
to  the  cost  of  sales)  with  a  less  than  proportionate  increase  in 
wholesale  credit  used  to  carry  the  self-same  receivables.  The 
write-up  on  sales  is  charged  (debited)  to  receivables,  and  the 
credit  is  carried  to  profits,  an  account  which  is  not  a  portion  of 


Grand  Rapids  Furniture,  Inc. 


December  31 


Cash 

Merchandise 

Accounts  Receivable 

Total  Assets . . . 

Accounts  Payable. . . 
Notes  Payable 

Total  Liabilities 

Working  Capital 

Liquidity  Ratio .... 


1924 


$12,475 
29,746 

52,175 


$94 » 396 


$14,749 
20,763 


1925 


$  13,562 
32,746 
61,548 


$107,856 


$35,512 


$58,884 
2.66  to  I 


$  15,749 
21,436 


1926 


$  11,476 
30,849 

72,459 


$114,784 


$  37,185 


$  70,671 
2.90  to  I 


$  13,982 

22,434 


1927 


$  11,891 
32,432 
78,432 


$122,755 


$  36,416 


$  78,368 
3  15  to  I 


$  14,989 
23,432 


$  38,421 


$  84,334 
3.19  to  I 


working  capital  credits,  with  the  result  that  the  liquidity  ratio 
is  falsely  supported  on  assets  that  have  a  doubtful  value. 

The  accumulation  of  these  fictitious  open  accounts  results  in 
another  form  of  "window  dressing,"  ^  and  has  the  same  effect 
in  making  an  erroneous  liquidity  ratio  as  the  making  of  false 
sales  and  unearned  profits.  For  example,  the  balance  sheet 
figures  shown  on  the  preceding  page,  outwardly  reflect  a  pro- 
gressive position  so  far  as  the  liquidity  ratio  is  concerned. 

But  if  upon  analysis  the  accounts  receivable  are  scaled 
down  by  the  elimination  of  the  overdue  and  delinquent  accounts, 
a  different  condition  is  revealed  as  shown  in  the  following  il- 
lustration : 


Grand  Rapids  Furniture,  Inc. 


December  31 


1924 

1925 

1926 

1927 

Cash 

$12,475 
29,746 

47,462 

$13,562 
32,746 
44,743 

$11,476 
30,849 

53,746 

$  11,891 
32,432 
57,895 

Merchandise 

Accounts  Receivable 

Total  Assets 

$89,683 

$91,051 

$96,071 

$102,218 

Accounts  Payable 

$14,749 
20,763 

$15,749 
21,436 

$13,982 
22,434 

$  14,989 

01      At  'i 

Notes  Payable 

23,432 

Total  LiabiUties 

$35,512 

$37,185 

$36,416 

$     38,421 

Revised  Working  Capital . . 
Revised  Liquidity  Ratio . . . 

$54,171 
2.52  to  I 

$53,866 
2.45  to  I 

$59,655 
2.64  to  I 

$     63,797 

2.66  to  I 

Instead  of  an  improvement  of  20%  in  the  liquidity  ratio 
position,  the  actual  change  was  scarcely  6%,  or  less  than  one- 
third  of  the  reported  change. 

Ratio  of  Account  Sales  to  Receivables. — The  following 
primary  measuring  device  is  customarily  used  as  a  check  upon 

'  See  Chapter  III. 
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the  liquidity  ratio,  viz.,  the  ratio  of  account  sales  to  accounts 
receivable  in  "fiscal"  and  in  comparative  reports.  The  bad 
debts  reserve  will  serve  as  such  a  check  on  the  liquidity  ratio, 
but  no  basis  is  ordinarily  given  for  knowing  the  method  of 
computing  the  bad  debts  allowance.  The  net  sales  of  the 
Grand  Rapids  Furniture,  Inc.,  from  1924  to  1927,  inclusive, 
were  $308,492,  $334,305.  $376,786  and  $39i.59i»  respectively. 
The  ratio  of  sales  to  receivables  (the  measure  of  receivables 
turnover),  before  scaling  down  shows: 


1924 


$308,493  _ 
52,175 


1925 


$334 > 305  _  -  ., 


1926 


72,459 


5.20 


1927 


$391,591 
78,432 


4.99 


This  record  shows  a  degressive  tendency  in  the  sales  to 
receivables  ratio  which  checks  with  the  actual  facts  in  the  case. 
The  declining  ratio  of  sales  to  receivables  denotes  a  slower 
turnover  of  the  open  accounts.  It  indicates  more  liberal  credit 
terms,  but  possibly  more  delinquent  collections,  a  condition 
that  should  be  taken  into  account  at  all  times  when  the  liquidity 
ratio  is  being  considered.  A  liquidity  ratio  registers  improve- 
ment only  when  the  receivables  consist  of  live  accounts  and  are 
not  padded  by  delinquencies. 

If  the  collections  were  more  prompt  and  the  accounts  scaled 
down  by  the  elimination  of  the  overdue  amounts,  the  ratio  of 
sales  to  receivables  of  the  Grand  Rapids  Furniture,  Inc.,  would 
have  shown  the  following: 


1924 


$308,492.^ 
47,462 


1925 


$334,305 
44.743 


7.47 


1926 


$376,786 
^'    '     =  7.01 

53 » 746 


1927 


$391 > 591  ^  g 
57,895 


76 


This  condition  is  practically  the  reverse  of  that  shown 
above.  The  accumulation  of  overdue  accounts  lowers  the  sales 
to  receivables  ratio,  but  increases  the  liquidity  ratio ;  the  writing 
oflf  the  overdue  accounts  to  surplus  improves  the  sales  to  re- 
ceivables ratio,  but  lowers  the  liquidity  ratio.  The  two  ratios 
should  be  taken  together  in  featuring  the  debt-paying  capacity 
of  a  business,  and  the  tendency  to  over-investment  in  open 
accounts.  / 

Modifications  in  Sales  Ratio — There  are  certain  business 
factors  that  tend  to  militate  against  the  use  of  the  ratio  of  sales 
to  receivables  as  control  technique  over  receivables.  They  are : 
( I )  seasonal  sales,  a  large  portion  of  which  may  be  made  just 
prior  to  the  closing  date,  a  condition  in  itself  that  would  result 
in  a  more  than  proportionate  amount  of  outstanding  accounts 
compared  to  sales ;  (2)  a  change  in  credit  terms  granted  to  cus- 
tomers, the  effect  of  which  would  tend  to  alter  the  amount  of 
trade  accounts  outstanding  one  year  or  one  month  compared 
with  another;  (3)  increases  in  the  gross  profit  rate  on  goods 
sold,  which,  if  made  a  short  time  prior  to  the  closing  date, 
would  be  reflected  in  increased  accounts  receivables,  without  a 
proportionate  increase  in  the  annual  sales,  as  the  receivables 
would  carry  the  increased  mark-up,  whereas  a  large  proportion 
of  sales  for  the  year  would  be  made  at  the  lower  price;  (4)  the 
taking  of  more  sales  discounts  by  customers  in  one  period  than 
in  another,  which  indicates  (a)  more  prompt  payments,  and, 
more  important,  (b)  a  smaller  amount  of  outstanding  accounts 
than  normally  would  be  the  case  where  less  discounts  were 
taken. 

Effect  of  Sales  Discounts  on  Average  Age. — Neither  the 
average  day's  sales  outstanding  nor  the  ratio  of  sales  to  re- 
ceivables in  one  period  compared  with  another  can  be  used  for 
detecting  the  average  age  of  open  accounts  where  the  amount 
of  sales  discounts  varies  between  periods.  For  example,  in  a 
given  case  where  there  is  an  increase  in  the  number  of  discount 
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customers  (measured  by  the  amount  of  sales  discounts  taken 
compared  with  the  total  sales  discounts  allowed),  the  number 
of  accounts  that  are  running  the  full  net  credit  time  is  less  than 
in  the  case  where  there  are  no  discounts  taken.  The  greater 
the  number  of  customers  taking  discounts,  the  smaller  should 
be  the  normal  outstanding  accounts  at  any  given  time.  If  the 
turnover  of  receivables  or  the  number  of  days*  sales  outstand- 
ing remains  the  same  between  periods,  but  the  amount  of  sales 
discounts  shows  an  increase,  the  average  age  (delinquency) 
of  the  accounts  has  increased  and  there  is  a  larger  amount  of 
dead  timber  in  the  accounts. 

Therefore,  for  control  purposes  the  ratio  of  sales  to  re- 
ceivables must  be  modified  by  the  sales  discount  factor,  which 
means  that  a  wholly  different  scheme  for  measuring  over- 
investment in  receivables  must  be  used;  for  if  the  turnover  of 
the  receivables  remains  the  same  one  year  with  the  next,  but 
the  actual  discounts  taken  compared  to  total  discounts  allowed 


1.  Net  Sales  (terms  i%  15  da.  n/60) 

2.  Theoretical  Normal  Days'  Sales 

Outstanding 

3.  Theoretical   Normal   Receivables 

Outstanding 

4.  Actual  Accounts  Outstanding 

5.  Actual  Days'  Sales  Outstanding. . 

6.  Actual  Turnover  of  Receivables. . 
7    Potential  Sales  Discounts  (1%  15 

da.) 

8.  Actual  Discounts  taken 

9.  Per  Cent  of  Customers  taking  Dis- 

counts  

10.  Amount   of  Delinquent  overdue 

accounts* 

11.  Actual  recomputed  average  age  of 

outstanding  accounts  in  days .  . 

12.  Average  age  as  measured  (See  #s 

above) 

13.  Error  in  Days 


1924 


S74S.649.00 

60 

$124,274.00 

$132,549.00 

64 

5-625 

$    7.456.49 
$    4,101.07 

55% 

$  76,625.70 

142 

64 
78 


1925 


$787,432 
60 

$131,238 
$148,560, 
68 
5.3x0 

$     7.874. 
$    4.722. 

60% 

$  96.064. 

169 

68 

lOI 


00 


00 
00 


32 
59 


80 


1926 


$842,316 
60 

$140,386. 

$155,329. 
66 

5.425 


8,423 
5.643 


67% 

$109,001 

20X 

66 
135 


00 


00 
00 


16 
52 


62 


1927 


$822,763.00 

60 

$137,127.00 
$148,625.00 

65 
5  530 

$     8,227.63 
$     6,006.17 

73% 

$111,600.71 

240 

65 
»75 


•Ignoring  sales  made  in  last  15  days. 

Figure  11.    Showing  Eiror  in  Receivables  Turnover  and  Days*  Sales  Outstanding 

Where  Customer  Discounts  Are  Taken 

(See  Chapter  XII  for  method  of  computation.) 


Ch.  6]  BALANCE  SHEET  RATIOS  105 

i 

during  the  same  period  show  an  increase,  the  comparative 
figure  of  sales  to  receivables  is  erroneous  and  altogether  mis- 
leading. 

The  only  true  method  of  determining  the  over-Investment 
in  receivables  is  to  compute  the  average  age  of  the  accounts.^ 
Without  this  computation  the  error  is  directly  proportional  to 
the  amount  of  sales  discounts  taken  by  customers.  By  way  of 
illustration,  Figure  1 1  shows  to  what  extent  the  factor  of  sales 
discounts  will  disturb  the  ordinary  conclusions  regarding  the 
turnover  of  receivables  and  the  days*  sales  outstanding.  By 
referring  to  this  illustration  it  will  be  noted  that  for  the  years 
1924  to  1927,  inclusive,  the  turnover  rates  of  receivables  to 
sales  according  to  the  usual  method  of  turnover  computations 
were  as  follows : 

^924 5 -625  receivables  turnover 

1925 5.310 

1926 5.425  "  <* 

^927 5  530 

and  the  days'  sales  outstanding  as  follows : 

'924 64  days'  sales 

1925 68     "        " 

1926 66     "        " 

1927 65     "        " 

whereas  by  recomputing  the  days'  sales  figure  in  the  light  of 
the  discounts  taken,  the  actual  average  age  was  as  follows : 

^924 142  average  age  in  days 

1925 169       "         "    "     " 

1926 201       "         "    "     " 

1927 240       "         "    "     " 

or  errors  in  these  periods  of  122%,  149%,  204%,  and  270%, 
respectively. 

Where  discounts  are  taken  by  customers,  as  indicated  by 
the  sales  discounts,  neither  the  turnover  method  nor  the  out- 
standing days*  sales  method  are  usable  for  control  purposes. 

•  See  Chapter  XII. 
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This  illustration  represents  an  extreme  case,  but  shows  the 
possibility  of  errors  in  such  an  analysis. 

Over-Extension  of  Inventories. — ^The  carrying  of  excess 
merchandise  stock,  raw  materials,  factory  supplies,  goods  in 
process,  and  miscellaneous  inventories  requires  extra  capital 
or  credit,  or  both,  and  may  lead  to  insolvency  if  the  values  tied 
up  in  such  items  cannot  be  liquidated  in  time  to  meet  the  debts  • 
incurred  to  carry  these  extra  inventories. 

If  frozen  inventories  do  not  turn  into  cash  rapidly  enough, 
they  are  no  more  available  for  meeting  current  indebtedness 
than  are  the  actual  plant  and  equipment.  If  the  inventory 
department  shows  a  tendency  to  expand  as  the  volume  of  busi- 
ness grows,  an  additional  burden  will  be  thrown  upon  the 
financial  management  because  of  the  necessity  of  securing  addi- '' 
tional  long-term  financing.  This  financing  must  follow  if 
wholesale  terms  are  not  lengthened  to  accommodate  the  slower 
turnover  of  the  inventories,  a  condition  very  rarely  met,  espe- 
cially if  the  business  is  that  of  manufacturing. 

Excess  inventories  that  accumulate  through  mismanage- 
ment, in  addition  to  requiring  new  financing,  are  expensive 
properties  to  carry  because  of  the  added  depreciation,  taxes,  and 
interest  cost  on  the  extra  capital  outlay  required  for  the  storage 
space ;  and  because  of  the  carrying  costs,  such  as  taxes,  insur- 
ance, shrinkage,  heat,  light,  etc.,  on  the  excess  goods  them- 
selves. Savings  as  high  as  2%  on  the  invested  capital  have 
been  realized  where  inventories  have  been  scaled  down  to  work- 
able limits,  justified  by  closer  supervision  over  buying,  process- 
ing, and  selling. 

Excess  Inventories  and  the  Liquidity  Ratio. — Finished 
goods,  raw  materials,  and  goods  in  process  if  allowed  to  accumu- 
late unduly,  while  giving  a  "favorable"  balance  sheet  liquidity 
ratio,  may  be  the  reason  for  acute  financial  stringency  in  a  firm. 
The  two  antithetical  conditions  are  entirely  possible,  for  the 
reason  explained  previously,  that  large  amounts  of  receivables 
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may  cause  a  satisfactory  current  ratio,  but  at  the  same  time 
may  register  an  unsatisfactory  sales  to  receivables  ratio.  Since 
modern  business  is  being  conducted  more  and  more  on  smaller 
and  faster  turning  merchandise  stocks,  the  reader  of  balance 
sheets  and  the  manager  seeking  more  perfect  internal  control 
over  the  capital  tied  up  in  "frozen"  stock-in-trade,  should  have 
a  ready  technique  for  detecting  overstocking  of  goods  as  re- 
vealed in  the  reports. 

Internal  Checks  Over  Inventories — "Dead  timber"  in 
commercial  inventories  may  be  detected  by  a  comparison  of 
the  merchandise  turnover  rate  over  a  period  of  years.  A  slow 
turnover  connotes  heavy  inventory  compared  to  trade  needs; 
a  faster  turnover  connotes  lighter  inventories.  However,  no 
measurement  save  the  actual  check  on  individual  lines  of  goods 
and  a  process  for  "aging  goods,"  will  detect  the  dangerous 
increase  in  "dead  timber"  merchandise  until  its  amount  has 
assumed  rather  large  proportions.  A  comparison  of  merchan- 
dise turnovers  will  not  detect  the  condition  quickly  enough. 
Often  a  slow  turnover  will  be  attributed  by  management  to 
poor  selling  for  the  current  season,  and  attention  directed  to 
that  field,  when  the  slow  turn  in  fact  may  be  registering  the 
cumulative  effects  of  a  number  of  seasons  of  "poor  buying." 
For  internal  purposes  some  intimate  control  over  stock,  through 
perpetual  inventory  systems,  maximum  limits,  or  some  similar 
device,  should  be  used. 

Ratio  of  Sales  to  Inventory. — A  secondary  check  on  thei 
tendency  toward  over-investment  in  inventories  may  be  found 
in  a  comparison  of  sales  with  the  average  inventory.*  By 
taking  the  ratio  of  the  average  inventory  to  sales  and  also  to 
cost  of  sales  in  the  Grand  Rapids  Furniture,  Inc.,  case  below, 
the  effect  of  cumulative  inventories  can  readily  be  detected  in 
the  balance  sheet  report. 

*  The  ratio  of  sales  to  inventory  offers  but  little  information  not  found 
in  ratio  of  cost  of  sales  to  inventory. 
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Grand  Rapids  Furniture,  Inc. 
1924-1927 


Year 


1924 

1925 
1926 

1927 


Average 
Inventory 


$34,156 

38,575 
47,824 

50,179 


Sales 


$308,492 

334,305 
376,786 

391,591 


Per  Cent 
of  Sales  to 
Inventory 


903% 
867 
788 
780 


Cost  of 
Sales 


$205,662 
222,870 

251,191 
261,061 


Per  Cent 

of  Cost  of 

Sales  to 

Inventory 


602% 

578 

525 
520 


Here  the  actual  inventory,  the  sales,  and  cost  of  sales  show 
increases,  but  the  inventory  shows  a  greater  increase  than  sales, 
or  cost  of  sales,  a  condition  that  indicates  a  larger  volume  of 
business,  but  on  an  inventory  out  of  proportion  to  the  business 
done. 

The  decline  in  both  the  ratio  of  sales  to  inventory  and  the 
ratio  of  cost  of  sales  to  inventory  indicates  an  obvious  tendency 
to  over-investment  in  merchandise.  This  may  be  due  to  lack 
of  correlation  between  the  buying,  the  production,  and  the  sell- 
ing departments,  or  it  may  be  due  to  the  overstocking  of  goods 
occasioned  by  a  change  in  demand  that  could  not  be  foreseen 
and  controlled. 

Grand  Rapids  Furniture,  Inc. 
1924-1927 


Year 


1924 

1925 
1926 

1927 


Inventory 
Scaled  to 
Replace- 
ment 
Values 


$29,746 

32,746 
30,849 

32,432 


Sales 


$308,492 

334,305 
376,786 

391,591 


Per  Cent 
of  Sales  to 
Inventory 


1037% 
1022 

1221 

1207 


Cost  of 
Sales 


$205,662 
222,870 

251,191 
261,061 


Per  Cent 

of  Cost 

of  Sales 

to 

Inventory 


691% 
681 

814 

80s 
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The  illustration  above  shows  the  effect  of  scaling  the  inven- 
tories of  the  Grand  Rapids  Furniture,  Inc.,  to  replacement 
values  during  the  same  years.  The  results  show  in  sharp  con- 
trast the  effect  of  keeping  down  the  inventories  upon  the  turn- 
over rates  and  sales  to  inventory  ratios. 

Conclusions. — i.  In  order  to  show  a  healthy  inventory 
sign,  the  ratios  of  sales  and  cost  of  sales  to  inventories  should  » 
be  fairly  constant ;  improvement  would  be  registered  in  increas- 
ing ratio  of  sales  and  the  cost  of  sales  to  the  average  inventory 
figures.  Lack  of  progress  and  over-investment  shows  in  a 
decline  of  the  ratios.  However,  in  many  cases  the  decline  in 
the  ratios  may  be  a  normal  condition  and  may  indicate  merely 
the  fact  that  larger  merchandise  stocks  are  being  carried  as  a 
matter  of  trade  requirements  for  a  given  sales  volume. 

2.  In  practically  all  cases,  however,  the  slowing  up  of  the  ; 
turnover  figures  gives  a  reliable  check  on  inventory  troubles, 
and  should  be  heeded  especially  if  the  trend  is  progressively 
downward. 

3.  The  turnover  of  separate  lines  of  goods  within  depart-  i 
ments  should  be  studied  where  practicable,  to  control  adequately 
the  investment  in  inventories. 

4.  It  should  be  noted  that  for  comparative  purposes  the 
sales  to  inventory  ratios  may  be  vitiated  by  changes  in  the 
mark-up  on  sales.  For  this  reason  the  cost  of  sales  to  inven- 
tory may  be  used  more  effectively.  However,  it  must  also  be 
noted  that  errors  in  bookkeeping  for  purchases,  and  errors  in 
inventory  values  will  enter  into  the  situation  and  create  serious 
disturbance  in  ratio  computations. 

Turnover  of  Total  Inventories — Another  verification  of 
cumulating  inventories  may  be  secured  by  noting  the  turnover 
of  total  inventories  which  shows  whether  the  investment  ii^ 
the  working  department  as  a  whole  is  tending  to  become  over- 
extended. Progress  is  found  in  increased  rates  of  turnover;^ 
lack  of  progress  in  a  decreased  rate  of  turnover.    This  stand- 
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ard  plan  may  be  readily  checked  by  referring  to  the  case  of  the 
Acme  Furnace  Company  below : 

Acme  Furnace  Company 

December  31. 


1925 


Inventories,  January  i : 

Raw  Materials  and  Supplies 

Goods  in  Process 

Finished  Goods 

Inventories,  December  31 : 

Raw  Materials 

Goods  in  Process 

Finished  Goods 

Totals,  January  i,  and  December  31 . 

Average  Inventories 

Cost  of  Sales 

Turnovers 


$  38,948 
13,528 
47*630 


$100,106 


%  37,462 
14,742 
49,550 


$101,754 


$201,860 
100,930 
533,184 
528 


1926 


S  37,462 
14,742 
49,550 


$101, 754 


42,199 
15,100 

53,749 


$111,048 


$212,802 
106,401 
643,908 
6.05 


1927 


$  42,199 
15,100 

53,749 


$111,048 


38,431 

14,915 
50,684 


$104,030 


$215,078 

107,539 
698,432 

6.495 


Ratio  of  Quick  Assets  to  Current  Liabilities — A  third 
verification  of  over-extended  stock-in-trade  may  be  found  by 
comparing  two  other  ratio  trends,  viz. :  ( i )  the  ratio  of  cash 
plus  accounts  receivable  (quick  assets  in  a  going  concern)  to 
current  liabilities,  and  (2)  the  ratio  of  current  assets  to  current 
liabilities.  The  following  ratios  indicate  the  effect  of  cumulat- 
ing inventories  which  may  or  may  not  be  in  liquid  form.  The 
quick  assets  to  liabilities  ratio  shows  a  fairly  constant  trend, 
whereas  the  ratio  of  current  assets  to  current  liabiHties  shows  a 
rapid  increase. 


Ratio  of  Quick  Assets  to  Current 

Liabilities 

1924 1.82 

1925 1-93 

1926 2.10 

1927 2.05 


Ratio  of  Current  Assets  to  Current 
Liabilities 


1924. 

1925 
1926, 

1927, 


4.29 

4.75 
5.80 

6.20 
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The  element  found  in  the  second  ratio  but  not  present  in  ' 
the  first  is  the  merchandise  stock ;  and  since  the  inclusion  of  the 
inventory  has  resulted  in  the  pronounced  increase  of  current 
assets  to  current  liabilities  in  the  ratio  trend,  the  inference  may 
be  drawn  that  the  increasing  amount  of  stock  is  the  direct  cause 
for  the  increased  liquidity  ratio. 

This  check  should  be  made  in  conjunction  with  the  sales  to 
inventory  ratio  or  the  merchandise  turnover  figure,  because 
increasing  inventories  as  indicated  by  the  ratio  of  current  assets 
to  current  liabilities,  may  result  from  an  improved  volume  of  * 
sales  and  not  from  the  mere  fact  of  the  over-extension  in 
unsalable  merchandise  stock.  The  over-extended  inventories 
will  be  reflected  in  a  faster  increase  in  the  liquidity  ratio  as 
compared  with  the  increase  in  the  ratio  of  quick  assets  to  cur- 
rent liabilities;  the  verification  of  the  condition  is  found  in  a 
declining  ratio  of  sales  to  inventory. 

Over-Investment  in  Raw  Materials,  Goods  in  Process, 
and  Factory  Supplies. — The  over-investment  in  materials  used 
for  production  may  be  detected  by  comparing  the  monthly 
perpetual  (or  average)  inventories  with  sales  or  cost  of  sales. 
However,  a  closer  correlation  exists  between  the  raw  materials 
used  and  the  average  inventory  of  raw  materials  on  hand.  The 
requisitions  for  primary  and  secondary  materials  by  all  depart- 
ments, ascertained  by  an  inspection  of  requisitions  reports  (or 
the  old  inventory  of  materials  plus  purchases  minus  the  final 
inventory  of  materials),  gives  the  total  materials  used  in  the 
factory.  The  average  inventory  of  materials  divided  into  the 
materials  used  gives  the  rate  of  turnover  of  raw  materials. 
Progress  would  be  shown  where  the  rate  of  turnover  increases. 
It  is  considered  unwise  to  take  a  composite  turnover  if  many 
lines  of  materials  are  used.  The  turnover  of  each  particular 
line  should  be  determined  for  purposes  of  control  over  invest- 
ment in  the  raw  materials  inventory.  This  rule  should  be  ap- 
plied also  to  finished  goods  as  well.    In  some  instances  a  slower 
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rate  of  turnover  might  be  justified  where  large  supplies  are  pur- 
chased to  avoid  rising  costs. 

The  turnover  of  goods  in  process  may  best  be  computed  by 
dividing  the  average  goods  in  process  into  total  manufacturing  «/ 
costs.  As  all  items  of  cost,  such  as  raw  materials,  direct  labor, 
and  overhead  factory  expenses,  pass  through  the  Work  in 
Process  account,  the  rate  of  turnover  of  the  goods  in  the 
machines,  on  the  factory  floor,  and  on  the  way  to  the  finished 
warehouse,  may  be  found  by  a  direct  comparison  of  the  goods 
in  process  inventory  to  manufacturing  costs."  The  faster  the 
turnover,  on  a  stated  volimie  of  production,  the  less  is  the 
investment  and  the  carrying  costs.  Where  the  turnover  of  all 
inventories  is  desired,  the  goods  in  process  with  the  other 
inventories  of  raw  materials  and  finished  goods  is  compared 
with  the  cost  of  sales. 

Wherever  a  turnover  of  inventories  is  calculated,  the  aver- 
age of  all  monthly  inventories  should  be  used  if  possible,  because 
of  the  fact  that  the  final  inventory  in  the  current  report  may  be 
above  or  below  the  average  monthly  figure,  due  to  seasonal 
variations. 

'  The  turnover  of  work  in  process  may  be  computed  as  follows : 

Inventory  Goods  in  Process,  January  i $  lo.ooo 

Direct  Labor  for  year 4S.ooo 

Materials  used  for  year 6s  .000 

Burden  Costs 45. 000 

Total  Factory  Costs $165 .  000 

Inventory  Process,  December  31 la .000 

Manufacturing  Costs $iS3.ooo 

Average  Goods  in  Process  Inventory 11 ,000 

Turnover    ^^^'°°° -13.9  time* 
II, r— 


CHAPTER  VII 

CONTROL  OVER  SOLVENCY— BALANCE  SHEET 

RATIOS  (Continued) 

Turnover  of  Working  and  Trading  Assets. — All  current 
assets  may  be  divided  into  two  parts,  namely :  ( i )  working 
assets,  or  those  employed  in  processing,  such  as  raw  materials, 
goods  in  process,  and  factory  supplies;  and  (2)  trading  assets, 
or  those  employed  in  merchandising,  such  as  finished  goods, 
accounts  and  notes  receivable,  cash,  petty  cash  and  secondary 
cash  reserves,  and  miscellaneous  items  that  will  within  a  rela- 
tively short  time  be  turned  into  cash.  The  turnover  of  these 
two  groups  is  found  by  dividing  the  total  net  sales  for  the  year 
by  the  average  current  assets  employed  for  the  year.^  As  a 
measure  of  efficiency  in  the  employment  of  company  funds  in 
all  current  assets  as  a  group,  also  in  checking  the  tendency 
toward  over-investment  of  funds  in  current  assets,  the  turnover 
of  working  and  trading  assets  may  be  used. 

Turnover  of  Working  Capital. — The  turnover  of  work^ 
ing  capital  is  of  limited  value  as  a  measure  of  efficiency  because 
of  the  fact  that  this  inner  fund,  which  is  merely  the  difference 
between  the  current  assets  and  the  current  liabilities,  is  rela- 
tively constant  and  does  not  vary  with  the  volume  of  business 
as  does  the  total  amount  of  working  and  trading  assets. 

^This  measure  which  is  commonly  employed  in  current  writings  (see 
Lough,  Business  Finance)  is  subject  to  criticism  in  that  the  numerator 
(sales),  is  not  on  the  same  basis  as  the  raw  materials,  finished  goods,  and 
process  inventories.  The  only  element  in  the  current  assets  that  is  on  a 
cost-plus  basis  is  accounts  receivable;  all  other  items  are  carried  at  cost. 
The  turnover  figure  will  be  a  different  one  if  the  major  portion  of  the  assets 
consists  of  receivables  compared  with  inventories.  Large  inventories  com- 
pared with  receivables  will  give  a  faster  turnover;  large  receivables  com- 
pared with  inventories  will  give  a  slower  turnover. 
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Current  Assets: 

Cash 

Petty  Cash 

Notes    Receivable — ^Less   Discounted 

Notes 

Accounts  Receivable — Less  Reserve  . . 

Accrued  Interest 

Raw  Materials 

Goods  in  Process 

Finished  Goods 

Temporary  Investments 

Total  Current  Assets 

Current  Liabilities: 

Notes  Payable 

Bank  Loans 

Accounts  Payable 

Accruals 

Total  Current  Liabilities 

Net  Working  Capital 

Liquidity  Ratio 

Turnover  Computation  Current 
Assets: 

Annual  Sales 

Total  Current  Assets 

Rate  of  Turnover 

Turnover  Computation  Working 
Capital: 

Annual  Sales 

Working  Capital 

Rate  of  Turnover 


Dec.  31, 
1925 


8,432 
175 

8,540 
48,329 
7S 
38,948 
13,528 
47,630 
10,000 


$175,657 


17,375 

10,450 

38,432 

4,960 


$  71,217 


$104,440 


2.46  to  I 


$677,480 

175,657 
385 


$677,480 
104,440 
6.48 


Dec.  31, 
1926 


$  9,575 
175 

9,380 
52,650 

105 

37,462 

14,742 

49,550 

8,500 


$182. '^9 


$  16,430 

9,380 

41,749 

5,015 


$  72,574 


$109,565 


2 .  50  to  I 


Dec.  31, 
1927 


$  12,560 
175 

10,850 

68,397 
121 

42,199 
15,100 

53,749 
11,300 


$214,451 


$  15,475 
40,500 

42,643 
5,115 


$103,733 


$110,718 


$704,885 
182,139 
3.87 


$704,885 
199,565 
6.43 


2.06  to  I 


$873,040 

214,451 
4.07 


$873,040 
110,718 
7.88 


Figure  12.    Showing  Turnover  of  Current  Working  and  Trading  Assets 


The  working  capital  very  often  has  little  direct  relationship 
to  the  volume  of  sales  and  the  volume  of  production.  On  the 
other  hand,  the  total  current  assets  necessarily  bear  a  direct 
relationship  to  the  total  values  handled  in  the  processing  and 
trading  departments.  The  lack  of  correlation  between  working 
capital  and  sales  volume  is  well  illustrated  in  Figure  12.  The 
turnover  figures  of  total  current  assets  measured  by  the  sales 
in  1925,  1926,  and  1927  were,  respectively,  3.85,  3.87,  and 
4.07.  These  figures  indicate  an  improvement  of  slightly  more 
than  6%  from  1925  to  1927  in  the  ratios.  The  assets  increased 
as  the  amount  of  business  increased,  but  at  a  lesser  rate. 

But  if  the  turnover  of  the  working  capital  from  1925  to 
1927— which  registered  a  turnover  of  6.48,  6.43,  and  7.88, 
respectively — is  taken  for  control  purposes,  a  totally  different 
answer  results.  The  cause  for  the  serious  discrepancy  be- 
tween the  turnover  of  current  assets  and  the  turnover  of  work- 
ing capital  is  found  in  the  fact  that  while  the  net  inside  invest- 
ment by  the  owner  in  current  assets  in  this  department  remained 
practically  stationary,  the  total  credit  (current  liabilities)  car- 
ried on  this  inside  equity  increased  from  $72,574  in  1926  to 
$103733  in  1927,  or  42%.  The  extra  trading  on  the  working 
capital  equity  was  caused  by  the  larger  volume  of  transactions 
which  lead  to  greater  borrowing  and  purchasing  on  credit. 

Since  working  capital  is  increased. through  only  (i)  the  in- 
vestment of  capital  through  the  flotation  of  capital  liabilities  or 
the  conversion  of  capital  assets,  and  (2)  the  investment  of 
profits  and  reserves  in  current  assets  (or  reducing  current 
liabilities),  the  increase  of  the  working  capital  fund  bears  only 
an  indirect  relationship  to  the  volume  of  business.  Hence,  in 
order  to  check  the  investment  in  working  and  trading  assets, 
it  is  more  desirable  to  use  the  turnover  of  the  total  current'' 
assets  than  the  working  capital. 

Insufficient  Cash. — ^Another  factor  that  should  be  watched 
m  current  reports  is  the  amount  of  cash  on  hand  and  in  banks. 
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A  chronic  condition  of  shortage  in  cash  very  often  is  an  indica- 
tion of  insufficient  working  capital,  and  gives  warning  that  the 
firm  is  in  financial  difficulty.  This  fact  is  often  well  known  to 
management  or  those  in  control,  and  needs  no  special  comment 
in  the  reports,  although  a  note  pointing  out  expected  future 
difficulties  if  the  condition  is  not  remedied,  might  be  included. 
Just  how  much  cash  is  sufficient  for  current  business  needs 
cannot  be  stated  in  particular  cases.  If  the  cash  is  unusually 
small  in  comparison  with  the  other  current  assets;  or  if  there 
are  frequent  overdrafts  on  the  bank;  if  the  records  show  a  ten- 
dency to  increasing  notes  payable  and  the  shifting  from  ac-| 
counts  to  notes  payable;  if  the  average  number  of  days*  pur- 
chases remaining  unpaid  is  increasing;  and  if  the  purchase 
discounts  lost  is  on  the  increase,  then  the  conclusion  may  safely 
be  drawn  that  the  cash  is  insufficient  for  the  volume  of  business 
which  the  firm  is  attempting  to  carry.  This  condition  gen- 
erally results  from  a  shortage  of  working  capital. 

Over-Investment  in  Plant  Values. — Excess  plant  invest- 
ment means  the  tying  up  of  large  amounts  of  funds  in  fixed 
assets  out  of  proportion  to  the  volume  of  business  done.  This 
is  noticeable  among  certain  business  concerns  at  the  height  of 

Acme  Furnace  Company,  December  31 


1924 

1925 

1926 

1927 

Real  Estate 

S  78,13s 
196,432 

46,829 

18,320 

8,519 

$  78,13s 

204,316 

47,607 

18,617 

9,118 

$  79,360 
202,564 

48,37s 
18,719 

9,250 

$  79,360 
200.4.61 

Building  (net) 

Equipment  (net) 

48,125 

17,432 
8,160 

Furniture  (net) 

Transportation  Plant  (net) . . 

Total  Fixed  Assets 

Sales 

$348,235 

$682,418 
195 -9% 

$3S7,793 

$677,480 
189.3% 

$358,268 

$704,885 
196.7% 

$353,538 

$873,040 
246.9% 

Ratio  of  Sales  to  Plant 

a  period  of  prosperity  when  expansions  are  made  in  order  to 
secure  all  possible  trade.  The  productivity  of  the  fixed  assets 
may  be  found  by  comparing  the  net  profit  with  fixed  assets. 
The  tendency  to  over-investment  in  fixed  assets  may  be  dis- 
covered by  comparing  sales  with  fixed  assets  less  reserves. 

The  trend  noted  in  the  Acme  Furnace  Company  (Figure 
13)  is  favorable,  as  it  registers  a  growing  volume  of  business 
on  a  slight  increase  in  plant  investment,  considering  the  fairly, 
constant  price  level  for  wholesale  goods  during  the  years  from  / 
1924  to  1927.^  Increases  in  the  spread  in  prices  over  costs  / 
will  tend  to  cover  an  enlarged  investment  in  the  plant  and 
obscure  the  fact  of  a  tendency  to  over-expansion  in  fixed  assets. 
It  has  been  suggested  ^  that  in  case  of  sudden  changes  in  prices, 
physical  units  instead  of  pecuniary  units  be  used  for  checking 
trends  in  plant  values. 

Ratio  of  Fixed  Assets  to  Total  Assets. — A  secondary*^ 
check  may  be  had  on  the  investment  in  plant  by  a  study  of  the 
ratio  of  fixed  assets  to  total  assets,  and  the  ratio  of  fixed  assets 
to  current  assets.  The  first  ratio  measures  the  growth  of  the 
plant  compared  with  the  total  assets ;  the  second  ratio  contrasts 
the  tendency  toward  the  investment  in  fixed  as  compared  with  . 
current  property.  These  ratio  studies  need  no  special  emphasis 
outside  of  the  fact  that  they  supplement  the  report  on  sales 
volume  and  plant  values.  Rapidly  expanding  plant  values 
should  be  checked,  especially  if  they  are  not  accompanied  by  a 
corresponding  increase  in  the  volume  of  business  done.  The 
ratio  of  fixed  assets  to  total  assets  of  the  Acme  Furnace  Com- 
pany (Figure  14)  shows  a  slight  tendency  toward  a  lesser 
investment  in  the  fixed  asset  department  after  1924  due  to  the 
expansion  of  open  accounts  and  merchandise  on  short  term 
credit. 


Figure  13.    Ratio  of  Sales  to  Plant  Values 


'  Qose  attention  must  be  given  to  the  general  price  level.  Increasing 
prices  tend  to  inflate  sales  values  and  leave  plant  values  in  the  main  unaf- 
fected, due  to  the  fact  that  plant  is  held  at  cost  less  depreciation,  while  sales 
will  approximate  the  general  price  tendency. 

'  See  J.  H.  Bliss,  Management  Through  Accounts. 
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The  ratio  of  current  assets  to  fixed  assets  reflects  the  same 
general  situation  and  adds  but  little  to  the  above  ratio  study. 

Ratio  of  Non-Productive  Assets  to  Total  Assets. — A 
very  useful  report  accompanying  the  percentage  of  fixed  assets  / 
to  total  assets  is  a  more  detailed  statement  of  the  tendency  to 
increased  investment  in  non-productive  assets.  The  accumula- 
tion of  non-income  yielding  property  places  a  strain  on  the  re- 
sources of  the  business,  as  there  is  tendency  to  increasing 
overhead  costs  without  a  compensating  return  from  the  capital 
outlay.  It  also  places  a  burden  on  the  finance  engineer  who 
must  provide  the  funds  for  such  property  units  that  often  are 
devoid  of  profit,  a  fact  that  frequently  makes  the  flotation  of 
mortgage  securities  on  such  property  a  difficult  problem. 

In  the  case  of  competitive  concerns,  such  investments  take  g 
the  form  of  outlay  for  "service,"  and  while  apparently  neces- 
sary for  creating  goodwill,  very  often  represent  added  costs  that 
have  been   forced  upon  owners  by  conditions  beyond  their 
control. 

In  the  case  of  privately  owned  public  utilities,  where  the 
states  and  the  federal  government  through  the  exercise  of  the 
police  power  require  the  expenditure  of  capital  for  non-pro- 
ductive purposes,  the  control  problem  resolves  itself  into  a 
question  of  initiating  policies  that  look  to  higher  rates.  The 
immediate  control  factor  lies,  first,  in  a  reliable  index  of  the 
investment  in  non-productive  property,  and  second,  in  a  changed  i 
price  policy  that  will  be  adequate  to  cover  the  added  current 
outlay  for  maintenance,  depreciation,  and  interest. 

Ratio  of  Sales  to  Total  Assets.— A  comparison  of  the 
annual  volume  of  business  done  with  the  various  groups  of 
properties  directly  employed  in  creating  sales  volume,  aids  in 
controlling  productive  factors  such  as  trade  debtors,^  inven- 
tories, total  current  assets,  and  finally,  the  plant  itself.  All  of 
the  ratios  of  sales  to  these  selling  and  producing  factors  tell 
one  very  important  story,  namely,  that  the  investment  in  the 
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CURRENT  ASSETS: 

Cash 

Petty  Cash 

Notes  Receivable 

Accounts  Receivable — Less  Reserve. 

Accrued  Interest 

Inventories 

Temporary  Investments 


Total  Current  Assets. , 

FIXED  ASSETS: 

Real  Estate 

Building  (net) 

Equipment  (net) 

Furniture  (net) 

Transportation  Plant  (net) . 


Total  Fixed  Assets. 


Total  Assets 

CURRENT  LIABILITIES: 

Notes  Payable 

Bank  Loans 

Accounts  Payable 

Accruals 


Total  Current  Liabilities 

FIXED  LIABILITIES: 

Bonds  Payable 

Total  Liabilities 

CAPITAL  STOCK  AND  SURPLUS: 
Capital  Stock 


Surplus. 

Total  Stock  and  Surplus 

Total  Liabilities  akd  Capital  . . . 

Ratio  of  Owners'  Investment  to  Total  Lia- 
bilities and  Capital,  i.e..  portion  of  busi- 
ness owned  by  proprietors 

Ratio  of  Fixed  Assets  to  Total  Assets 


1924 


I    9.381 

I7S 

8.020 

46,420 

70 

94.308 

10.000 


1925 


168.374 


78,13s 

196,432 

46,829 

18,320 

8,519 


348, 235 


$5x6,609 


16,432 
9,870 

38,160 
3.960 


68,422 


150,000 


$218,422 


200.000 
98.187 


298, 187 


$516,609 


57-7% 
67.4% 


175.657 


78,13s 

204,316 

47.607 

18,617 

9,118 


1926 


8,432 

$  9.575 

175 

175 

8.S40 

9.380 

48,329 

52,650 

75 

lOS 

100,106 

101,754 

10,000 

8.500 

182,139 


357.793 


$533,450 


17.375 
10,450 

38,432 
4.Q60 


71.217 


160,000 


$231,217 


200,000 
102,233 


302,233 


$533,450 


56.6% 
67.1% 


79.360 
202,564 

48.375 

18.719 

9.250 


358.268 


$540. 407 


16.430 
9.380 

41 .  749 
5.015 


72.574 


175,000 


$247,574 


200,000 
92,833 


292.833 


$540,407 


1927 


$  12,560 

175 
10,850 

68,397 
121 

111,048 

11,300 


214.451 


79.360 

200,461 

48,12s 

17.432 
8,160 


353.538 


S567.989 


15,47s 
40.500 

42.643 

5. "5 


103,733 


175,000 


$278,733 


200.000 
89,256 


289.256 


$567,989 


54-2% 
66.3% 


SO.  9% 
62.2% 


Figure  14.    Comparative  Balance  Sheet,  Showing  the  Ratio  of  the  Inside  or 
Owners'  Equity  to  the  Total  Equities;  Also  the  Ratio  of  Fixed  Assets  to  Total  Assets 
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various  items  in  the  business  has  been  kept  in  line  with  the 
growth  in  the  volume  of  sales,  or  it  has  tended  to  get  out  of  line 
through  undue  expansion,  with  the  result  that  unnecessary 
amounts  of  capital  have  been  employed  for  the  work  performed. 

The  sales  ratio  studies  serve  as  an  approach  to  the  control 
over  the  proper  distribution  of  capital  investments  within  the 
business  and  furnish  a  guide  for  controlling  the  over-invest- 
ment and  over-specialization  in  particular  departments,  the  ulti- 
mate effect  of  which  is  to  strain  the  financial  structure  and 
eventually  to  cause  insolvency. 

A  study  of  sales  ratios  should  be  made  for  the  assets  (some- 
times called  firm  capital)  as  a  whole.  Such  a  report  may  be  V 
used  for  credit  purposes  or  for  internal  management.  It  is  a 
correlating  report  and  serves  as  a  check  on  the  previous  ratios 
of  sales  to  receivables,  sales  to  inventory,  and  sales  to  current 
assets,  by  indicating  if  the  assets  as  a  whole  are  tending  to  J 
over-expansion  when  compared  with  the  total  yearly  sales. 

The  ratios  of  sales  to  the  total  values  invested  in  the  busi- 
ness for  the  Acme  Furnace  Company  for  the  years  1924  to 
1927,  inclusive,  as  given  below,  shows  a  conservative  policy 
for  all  four  years.  The  improved  ratio  for  1927  shows  the 
effect  of  the  larger  volume  done  that  year.  The  investment 
tendency  in  all  departments  has  been  kept  within  the  sales 
volume. 

Acme  Furnace  Company 
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1924 

1925 

1926 

1927 

Sales  Volume 

$682,418 
516,609 

$677,480 
533,450 

$704,885 
540,407 

S873,040 
567,989 

Investment  in  Total  Assets . 

Ratio 

132% 

127% 

130% 

153% 

The  ratio  of  physical  output  to  fixed  assets  (plant)  and  to 
total  assets,  in  some  cases,  would  be  a  better  criterion  of  the 


tendency  to  over-expansion  of  plant  or  total  investment  in  all 
assets.  Physical  output  measured  in  units  such  as  board- feet, 
tons,  yards,  etc.,  units  that  do  not  vary  as  a  measuring  device, 
can  be  compared  directly  with  plant  costs,  which  in  turn  is  a 
fairly  constant  value  factor.  This  physical  output  to  plant  ratio 
eliminates  the  change  in  price  levels  that  is  registered  in  the 
sales  to  plant  ratio. 

Ratio  of  Inside  to  Outside  Equities The  ratio  of  net 

worth  to  debts  mentioned  in  Chapter  III  should  be  included  as 
a  part  of  the  comparative  report  covering  control  over  the  sol- 
vency. This  ratio  is  fundamental  to  an  understanding  of  the/ 
part  owned  by  the  inside  investors,  the  foundation  upon  which 
the  business  is  built.  The  ratios  of  57.7%,  56.6%,  54.2%  and 
50.9%,  respectively,  representing  the  per  cent  of  the  total  busi- 
ness "owned"  by  the  proprietors  of  the  Acme  Furnace  Com- 
pany, for  the  years  1924  to  1927,  (Figure  14)  show  a  decline, 
due  not  so  much  to  a  diminishing  ownership,  as  to  increasing 
liabilities  created  to  carry  the  new  working  assets.  The  reduc- 
tion in  the  ratio  of  fixed  assets  to  total  assets  reflects  the 
changed  position  in  the  relative  amounts  of  current  assets  to 
fixed  assets.    The  one  checks  the  other. 

An  inadequate  owner's  investment  is  relatively  more  serious  / 
in  the  case  of  small  concerns  than  with  large  ones.  Where  a 
concern  has  size  and  volume  of  business  in  its  favor,  it  has 
access  to  the  security  market,  especially  for  bonds,  which  is 
denied  the  smaller  firm,  largely  because  the  latter  is  less  known, 
its  offerings  are  limited,  and  consequently  it  cannot  appeal  to 
the  large  underwriters  who  successfully  sell  the  larger  issues. 
For  this  reason  the  financial  problem  of  the  small  concern  is 
always  serious.  Reliable  brokers  capable  of  selling  the  average  / 
small  issue  are  very  limited  in  number;  their  charge  is  out  of 
line  with  the  cost  of  raising  capital,*  and  in  too  many  cases  the 

*  The  average  cost  of  raising  new  capital  in  most  states  runs  from  15% 
to  30%  and  higher.  For  going  concerns  the  rates  often  run  from  S%  to 
175^%. 
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broker  is  unable  to  complete  the  financing  and  leaves  his  client 
with  a  portion  of  the  securities  unsold,  often  with  a  plant  par- 
tially paid  for,  and  the  balance  covered  with  short-time  loans. 

Such  securities  are  often  sold  below  par  to  attract  buyers, 
which  in  itself  causes  inflation  of  asset  values  and  adds  to  the 
cost  of  procuring  capital. 

The  average  small  corporation  that  starts  with  an  insuffi- 
cient capitalization,  involves  the  greatest  modern  financial  risk. 
Bankers  cannot  lend  funds  to  them  for  capital  purposes,  and  the 
small  investor  is  ever  becoming  more  wary.  Often  the  only 
way  of  expanding  in  such  cases  is  through  the  accumulation 
of  surplus  profits. 

Ratio  of  Accounts  Payable  to  Purchases. — For  general 
internal  statistical  purposes  and  also  for  credit  information,  an 
important  element  of  control  exists  in  the  use  of  the  ratio  that 
shows  the  proportion  of  the  total  purchases  of  the  year  that  / 
remains  unpaid  at  date  of  the  financial  statements.     It  shows 
briefly  how  many  days'  purchases  remained  unliquidated,  which 
might  be  called  the  age  of  the  payables.    It  gives  a  clue,  over 
a  period  of  time,  as  to  whether  or  not  the  firm  is  short  of  workJ 
ing  capital  and  having  difficulty  in  meeting  its  open  accounts. 
The  greater  the  number  of  days*  purchases  that  remain  out-  j 
standing,  the  older  are  the  accounts  payable  and  the  lower  is 
the  debt-paying  capacity  of  the  firm. 

A  tendency  to  cumulative  payables  compared  to  purchases 
is  a  danger  sign  that  usually  calls  for  attention.  This  ratio  of 
payables  to  purchases  should  be  read  in  conjunction  with  the, 
liquidity  ratio,  the  turnover  of  receivables  and  inventories,  to 
ascertain  if  the  slowing  down  of  the  turnover  of  assets  is  not 
a  contributing  factor  in  causing  the  delay  in  payment  of  debts. 
The  growth  of  accounts  payables  should  also  be  compared 
with  the  tendency  in  notes  and  loans  payable,  to  ascertain  if 
there  is  a  tendency  to  convert  open  accounts  into  notes. 


The  following  statement  shows  a  steady  improvement  in  the 
debt  paying : 


Purchases 

Accounts  Payable  Decem- 
ber 31 

Ratio  of  Purchases  Unpaid 
Days'  Purchases  Unpaid. . 

Net  Terms  in  Days 

Average  Days  Overdue. . . 


1924 


$543,829.00 

92,994.75 

17.1% 
62.4 

40.0 

22.4 


1925 


$643,517.00 

97,814.58 

15.2% 
SS-4 

45  o 
10.4 


1926 


$650,825.00 

91,115.92 
14  0% 

51.1 
40.0 

II. I 


1927 


$690,212.00 

82,245.02 
11.9% 

43-4 
40.0 

3-4 


The  per  cent  of  purchases  remaining  unpaid  has  dropped 
from  17.1%  to  11.9%.  The  days'  purchases  remaining  in 
accounts  payable  dropped  from  62.4  days  to  43.4  days,  and  the 
average  overdue  accounts  dropped  from  22.4  days  to  3.4  days. 
These  figures  are  based  on  averages  and  hence  not  a  complete 
report.  In  actual  cases  the  results  would  be  modified  by  sea- 
sonal purchases,  and  also  by  the  possibility  of  early  payments 
as  indicated  by  purchase  discounts  taken.  Over  a  period  of 
time,  if  the  volume  of  business  remains  approximately  the 
same,  an  increase  in  the  average  age  of  payables  is  indicated, 
if  they  do  not  decline  in  amount  proportionately  with  the 
increase  in  the  actual  discounts  taken.** 

Ratios  of  Earnings  to  Plant  and  to  Total  Assets. While 

the  amount  and  the  rate  of  net  earnings  does  not  have  a  direct 
bearing  on  solvency  conditions,  nevertheless  there  does  exist 
a  critical  relationship  between  profits  (or  losses)  and  the  secur- 
ity of  the  investment.  No  business  concern  can  long  survive  in/ 
the  business  world  if  subject  to  continued  losses  that  drain  the 
working  capital.  Losses  from  operations  result  in  decreases  of 
assets,  generally  current,  or  in  the  increase  in  current  liabilities, 
or  a  combination  of  both.    If  continued  over  a  series  of  years, 

•  See  Chapter  XII  for  a  discussion  of  the  relationship  between  discounts 
taken  to  potential  discounts  as  a  criterion  of  the  average  age  of  accounts. 
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operating  deficits  will  inevitably  lead  to  insolvency  and  bank- 
ruptcy. 

Earnings  that  are  less  than  the  average  for  industries  of  a 
given  type  often  result  in  a  lessening  of  the  credit  granted  to  a 
firm,  a  condition  in  itself  that  will  lead  to  curtailment  of  opera- 
tions, the  slowing  down  of  the  turnover  rates,  and  possible 
ultimate  failure.  Earnings  that  fluctuate  widely  from  year  to 
year  and  from  cycle  to  cycle,  that  show  alternate  periods  of 
profits  and  of  severe  losses,  indicate  the  existence  of  serious 
internal  stresses  and  strains  placed  upon  the  business.     Such 

Acme  Furnace  Company 


1927 


Total    Capital    Invested    in 
Assets 

Total  Plant  Values 

Net  Worth* 

Net  Profits 

Dividends  Paid 

Rate  of  Profits  to  Total  Capi 
tal 

Rate  of  Profits  to  Plant  Values 

Rate  of  Profit  to  Net  Worth 
at  beginning  of  year 


1924 

1925 

1926 

$516,609 

$533,450 

$540,407 

348,235 

357,793 

358,268 

305,641 

298,187 

302,233 

32,546 

44,046 

35,600 

40,000 

40,000 

45,000 

6.3% 

8.3% 

6.6% 

9  3 

12.3 

9.9 

10.6 

14.8 

II. 8 

$567,989 

353,538 

292,833 

26,423 

30,000 

4.7% 

75 
9.0 


*  Net  worth  at  the  beginning  of  the  year.  The  net  worth  at  the  end  of  the  year  may 
likewise  be  used  for  comparative  purposes.  The  former  shows  the  rate  of  profit  earned  on 
the  actual  investment  used  during  the  entire  year. 

Figure  15.    Ratio  of  Profits  to  Capital,  Plant  Values,  and  Net  Worth 

earnings  reports  serve  as  a  warning  to  credit  departments,  to 
the  owners,  and  to  prospective  purchasers  of  securities,  of  the 
existence  of  extraordinary  hazards  that  should  be  avoided. 

Therefore,  it  is  desirable,  in  addition  to  the  report  covering 
the  ratio  of  sales  to  fixed  assets  and  sales  to  total  assets,  that 
a  supplemental  report  be  made  covering  the  ratio  of  net  profits 
to  total  capital  employed,  and  profits  to  the  net  worth.  In 
some  instances  a  comparison  of  the  net  profit  with  plant  values 
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is  useful  for  showing  the  productivity  of  the  plant  itself,  which 
often  is  the  principal  source  of  income.  Such  a  report  covering 
the  Acme  Furnace  Company  from  1924  to  1927,  inclusive,  is 
shown  in  Figure  15  on  page  124. 

The  ratios  show  favorable  trends  for  all  years,  excepting 
1927,  when  the  company  made  a  low  rate  of  earnings  on  the 
total  capital.  This  unfavorable  ratio  was  due  to  the  sudden 
drop  in  the  net  earnings  coupled  with  an  increase  in  the  total 
capital  invested  in  the  assets  as  a  whole,  which  was  occasioned 
by  the  increase  of  the  current  assets  for  trade  extension 
purposes. 

Ratio  of  Net  Earnings  to  Total  Earnings  Reinvested  in 
the  Business. — The  per  cent  of  net  profits  left  in  the  business 
and  not  paid  out  in  dividends  gives  the  final  proof  of  the  ulti- 
mate growth  of  the  business.  Profits  that  are  "plowed  back" 
into  the  business  result  in  either  the  reduction  of  liabilities  or 
the  growth  of  assets,  which  normally  require  financing  through 
the  flotation  of  capital  stock  or  the  creation  of  liabilities.  When 
profits  are  used  for  the  permanent  liquidation  of  debts,  a  pro- 
tection is  given  in  a  better  solvency  position. 

The  Acme  Furnace  Company  (Figure  15)  shows  a  rather 
heavy  payment  of  dividends  and  a  correspondingly  small 
amount  of  profits  reinvested  in  the  business.  In  three  vears 
out  of  the  four,  more  profits  were  removed  in  the  form  of 
dividends  than  were  earned  during  this  period.  In  1924  the 
excess  of  dividends  paid  out  over  earnings  was  $7,454,  in  1926 
the  excess  was  $9,400,  and  in  1927  $3,577.  In  1925  the  net 
profits  reinvested  amounted  to  $4,046.  In  the  four  years  the 
excess  dividends  over  profits  withdrawn  from  the  business 
amounted  to  $16,385. 

Ratio  of  Profits  to  Stock  Outstanding. — The  rate  of 
profits  earned  each  year  to  the  par  value  of  outstanding  stock 
or  the  amount  of  profits  earned  on  each  share  of  non-par 
stock,  is  of  vital  importance  to  security  values,  v'  If  there  be  no 
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preferred  stock  ahead  of  common,  the  entire  amount  of  net 
gain  is  compared  directly  against  the  common  stock  outstand- 
ing. Where  preferred  stock  exists,  the  amount  of  the  pre- 
ferred dividends  is  deducted  from  the  net  profits,  and  the 
remaining  profits  applied  to  the  common  stock.  In  the  case  of 
the  Acme  Furnace  Company  the  following  rates  were  earned  on 
the  common  stock : 


1924 

1925 

1926 

1927 

Common  Outstanding 

Net  Profits  Earned 

$200,000 

32,546 
16.2% 

$200,000 
44,046 

22.0% 

$200,000 
35, 600 
17.8% 

$200,000 
26,423 

13-2% 

Rate  of  Profit  on  Stock 

If  instead  of  being  all  common,  the  issue  had  been  divided 
$100,000  of  7%  preferred  and  $100,000  common  stock,  the 
computation  of  the  rate  of  earnings  on  common  would  have 
been  as  follows: 


Preferred  Stock 

Common  Stock 

Earnings 

Dividends  on  Preferred  7% 
Rate  on  Common 


1924 


$100,000 

100,000 

32,546 

7,000 

25-5% 


1925 


$100,000 

100,000 

44,046 

7,000 

37.0% 


1926 


$100, 00c 

100,000 

35,600 

7,000 

28.6% 


1927 


$100,000 

100,000 

26,423 

7,000 

19.4% 


CHAPTER  VIII 

ACCOUNTING  STANDARDS— VALUATION 

In  Chapter  II  it  was  stated  that  three  types  of  standards 
are  required  to  measure  business  facts.  Financial  standards 
were  discussed  in  connection  with  balance  sheet  ratios,  and 
operating  standards  in  connection  with  processing  and  mer- 
chandising ratios.  Accounting  standards  have  been  brought 
into  the  discussion  from  time  to  time  in  connection  with  these 
standards  for  the  sake  of  clearness  in  exposition. 

The  present  chapter  concerns  itself  with  a  brief  outline  of 
accepted  accounting  norms  or  standards  that  are  currently  used 
by  many  practicing  accountants  for  the  classification  and  val- 
uation of  balance  sheet  items.  The  objects  of  accounting 
standards  at  all  times  are  definitive;  in  short,  to  secure  accu- 
rate, reliable  data,  consistent  as  to  content,  one  period  compared 
with  another.  One  of  the  most  serious  criticisms  of  present- 
day  accounting  reports  is  vagueness  as  to  the  meaning  of  the 
accounts  included  in  the  statements.  Nomenclature  has  as  yet 
not  been  standardized  and  accepted  by  the  profession.  Another 
criticism  is  the  lack  of  consistency  in  the  comparative  reports, 
due  to  the  fact  that  no  adequate  control  exists  over  content,  a 
condition  that  causes  variations  in  the  accounts  due  to  ordinary 
errors  in  omission  and  commission.  In  one  report,  for  ex- 
ample, an  item  may  be  classified  as  a  current  asset,  and  in  a 
second  report  the  same  recurring  item  may  be  classified  as  a 
fixed  asset.  Such  accounting  practice  is  inconsistent  with  sound 
business  practice. 

Assets 

Current  Assets. — In  current  assets  should  be  included  only 
those  assets  that  may  be  readily  converted  into  cash,  as  it  is 
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from  this  group  of  assets  that  funds  must  be  obtained  with 
which  to  meet  the  current  liabilities.  The  nature  of  the  busi- 
ness and  the  trade  customs  prevailing  in  the  locaHty  will  deter- 
mine the  maturity  of  the  current  liabilities,  the  period  being 
from  60  to  90  days.  Since  the  function  of  the  current  assets 
is  to  meet  these  liabilities  maturing  in  60  to  90  days,  nothing 
should  be  included  in  the  current  asset  group  unless  it  can  be 
converted  into  cash  within  this  period.  The  current  obligations 
owing  by  the  firm  must  be  paid  in  cash,  and  the  liquid  assets 
must  supply  this  cash.  Among  the  items  commonly  included 
in  current  assets  are  cash,  notes  receivable,  trade  acceptances, 
accounts  receivable,  inventories,  and  accrued  items  owed  to  the 
business. 

Cash  on  deposit  with  banks,  and  cash  on  hand  available  for 
meeting  maturing  obligations,  subject  to  no  withdrawal  restric- 
tions, constitute  the  current  cash.  Only  cash  without  legal 
restrictions  as  to  its  use  should  be  included.  Cash  funds  that 
are  subject  to  a  legal  limitation,  such  as  being  on  deposit  and 
liable  to  return  to  others,  or  held  in  trust  to  meet  sinking  fund 
requirements  for  bond  redemption,  should  not  be  listed  in  the 
current  cash  account.  Cash  due  from  employees,  loans  to  offi- 
cers, advances  to  salesmen,  due  bills,  n.  s.  f.  checks,  lOU's, 
and  similar  non-cash  items,  should  not  be  counted  as  cash  but 
are  properly  classified  as  "other  receivables,"  or  are  written  off 
if  not  collectible.  Cash  in  foreign  banks  should  be  reduced  to 
domestic  currency  by  conversion  at  the  market  rate  of  exchange 
and  shown  separately  in  the  balance  sheet.  Time  deposits  are 
usually  shown  separate  from  cash  in  bank  and  cash  on  hand. 
Overdrafts  are  current  liabilities;  overdrafts  on  one  bank 
should  not  be  cancelled  against  accounts  in  other  banks. 

Notes  receivable  differ  from  open  accounts  receivable  in  that 
both  the  amount  and  date  of  maturity  of  the  notes  have  been 
approved  by  the  makers,  and  moreover,  since  the  notes  are 
negotiable  in  form,  they  are  usually  more  readily  convertible 
into  cash  by  discount  with  the  bank  than  are  the  book  ac- 
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counts.  Only  those  notes  which  mature  within  the  current 
period  should  be  included.  Any  notes  which  have  been  pledged 
for  special  purposes,  or  which  have  been  discounted  or  sold  to 
the  bank  by  endorsement,  should  be  eliminated,  or  shown  de- 
ducted from  the  notes,  since  the  business  has  already  received 
their  equivalent  in  cash.  Notes  which  have  not  been  taken  in 
the  regular  course  of  business,  such  as  those  given  by  officers, 
or  for  the  payment  of  capital  stock  or  ownership  in  the  busi- 
ness, should  be  shown  separately.  Protested  notes  have  no 
place  in  this  group  in  the  balance  sheet,  but  should  be  specially 
featured  in  another  section  or  charged  to  profit  and  loss. 

All  foreign  and  domestic  exchange  items  that  have  been 
accepted  should  be  listed  as  notes  or  bills  receivable  and  shown 
separately.  Prior  to  acceptance  they  are  open  accounts.  If 
drawn  on  merchants  and  dated  at  the  close  of  a  net  credit 
period,  they  represent  an  extension  of  credit  and  are  of  less 
value  than  if  drawn  at  date  of  sale. 

Trade  acceptances  in  proper  legal  form  rank  as  a  special 
type  of  notes.  Under  the  rediscount  provisions  of  the  Federal 
Reserve  Act,  they  constitute  a  ready  source  of  funds,  and  in 
fact  may  be  considered  one  of  the  best  sources  of  current  cash. 

Accounts  receivable  and  trade  debtors  are  used  interchange- 
ably as  titles  for  accounts  due  to  the  business  firm,  created  by 
the  sale  of  merchandise.  Items  due  from  other  than  regular 
customers,  such  as  amounts  due  from  employees,  officers,  etc., 
should  be  shown  under  another  heading  called  "Accounts  Re- 
ceivable Special."  Amounts  due  from  subsidiary  or  branch 
offices  should  be  indicated  as  "Amounts  Due  from  Subsid- 
iaries." This  clear-cut  distinction  of  the  nature  of  the  receiv- 
able is  required  to  secure  a  measure  of  the  rate  of  turnover, 
also  a  measure  of  bad  debts,  and  a  more  adequate  control  over 
trade  credits  and  collections. 

For  a  "credit"  balance  sheet  the  accounts  receivable  should 
be  grouped  in  such  a  way  as  to  show  those  amounts  that  are 
not  due  and  those  that  are  overdue ;  or  those  accounts  which 
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are  less  than  30  days  old,  those  less  than  60  days  old,  those  less 
than  90  days  old,  and  those  over  90  days  old. 

Both  notes  and  accounts  receivable  held  in  foreign  coun- 
tries, as  well  as  cash  held  abroad,  should  be  reduced  to  domestic 
currency  by  conversion  at  the  current  market  rate  of  exchange. 

Inventories  of  (i)  raw  materials,   (2)  goods  in  process, 
and  (3)  finished  goods,  although  a  step  farther  removed  from 
cash  than  are  notes  and  accounts  receivable  are  classified  under 
current  assets.     The  accounting  standard  for  the  valuation  of 
all  materials  bought  for  resale  or  for  fabrication  is  cost  or  mar- 
ket, whichever  is  the  lower.    If  the  market  price  rises  and  goods 
are  appreciated  accordingly,  the  inflation  will  result  in  an  un- 
earned profit ;  a  violation  of  an  accounting  norm  which  states 
that  no  profit  is  ever  realized  until  goods  have  been  sold.    Since 
it  is  not  known  at  what  price  the  goods  will  be  sold,  conservatism 
would  dictate  that  the  lowest  price  be  used.    In  liquidation  the 
market  price  under  assumed  forced  sale  conditions  governs  the 
valuation  of  inventories.    If  the  price  has  risen  since  the  date 
of  purchase,  a  footnote  in  the  reports  usually  is  sufficient  for 
most  purposes. 

Goods  in  process  while  carried  at  book  costs  for  a  going 
concern  should  be  reduced  to  practically  scrap  value  if  liquida- 
tion is  contemplated,  because  of  the  extremely  limited  market 
for  partly  finished  goods  that  must  be  completed  generally 
away  from  the  plant,  and  at  added  costs  over  the  factory 
expenses. 

Goods  that  have  been  fabricated,  i.e.,  finished  goods,  are 
carried  at  cost  of  manufacturing  unless  the  market  has  de- 
clmed,  in  which  case,  the  market  price  should  govern. 

Finished  goods  out  on  consignment  plus  any  transporta- 
tion costs  allotable  thereto,  should  be  included  at  cost  or  market 
whichever  is  lower.     Goods  held  by  the  firm  on  a  consigned 
basis  should  not  be  included  in  the  inventory  for  the  reason 
that  title  vests  with  the  consignor.    To  include  such  goods  as 
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inventory  would  result  in  the  increasing  of  the  inventory  and 
of  profits  by  the  amount  of  the  goods  thus  included. 

Shop- worn  and  out-of-date  goods  should  be  valued  at  re- 
placement costs,  a  figure  usually  below  cost.  Goods  under 
special  collateral  pledge  to  bankers  or  creditors  should  be  spe- 
cially noted  in  the  balance  sheet. 

Accrued  items,  such  as  interest  income,  rent  income,  com- 
missions earned,  payment  for  services  rendered,  and  similar 
items,  if  they  have  an  early  maturity,  are  also  assets,  and  in 
some  instances  may  be  included  in  the  current  asset  group,  al- 
though more  often  these  items  are  included  in  a  separate 
category. 

Deferred  Charges—This  group  should  include  all  prepaid 
expenses,  such  as  insurance,  rents,  commissions,  and  other  oper- 
ating costs,  that  have  been  paid  in  advance  but  from  which 
the  full  benefit  has  not  yet  been  received.    These  items  will  not 
be  sold  and  seldom  are  converted  into  cash  in  a  going  concern. 
Moreover,  their  value  is  largely  dependent  on  the  existence  of 
the  business  as  a  going  concern,  since  in  liquidation  they  have 
only  a  small  forced  sale  value.     The  correct  method  of  deter- 
mining their  value  is  to  ascertain  the  initial  cost  and  then  divide 
this  sum  into  two  parts :  ( i )  the  portion  used,  which  should 
be  carried  to  the  profit  and  loss  statement;  and  (2)  the  part 
remaining  (unused)  which  should  appear  in  the  balance  sheet 
as  a  deferred  charge.    These  latter  items  should  not  be  listed 
as  current  assets,  since  they  are  not  ordinarily  converted  into 
cash.    In  one  respect  they  are  current  assets,  as  they  represent 
an  amount  of  cash  expended  for  operations  during  the  next 
fiscal  period.     They  are  usually  reduced  to  a  sub-schedule  in 
balance  sheet  reports. 

Investments — Securities  and  investment  of  sinking  funds 
and  other  reserved  funds,  if  not  readily  salable  without  impair- 
ing the  business,  should  not  be  classified  as  current  assets.  The 
investor's  chief  concern  in  items  of  this  type,  is  whether  the 
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securities  are  free  from  all  restrictions,  such  as  use  for  the 
redemption  of  bonds,  for  special  replacements,  etc.,  and  are 
readily  marketable.  If  they  have  been  purchased  for  secondary 
reserve  purposes,  i.e.,  as  a  temporary  device  for  the  employment 
of  idle  cash,  the  securities  may  be  considered  temporary  invest- 
ments and  classified  as  current  assets.  But  if  they  have  been 
purchased  for  the  purpose  of  securing  adequate  and  profitable 
business  connections,  and  if  their  sale  would  result  in  a  loss  of 
income  or  of  security  in  the  business  community,  then  such 
items  should  be  classified  as  permanent  investments.  Or  if  the 
funds  or  securities  have  been  pledged  for  other  than  operating 
purposes,  and  the  title  and  possession  passed,  to  let  us  say  a 
trustee,  again  the  item  is,  strictly  speaking,  a  permanent  in- 
vestment. 

Fixed  Assets. — All  property  which  has  been  procured  for 
use  in  the  production  of  goods,  or  the  rendering  of  services, 
not  for  the  purpose  of  resale  in  the  course  of  business,  is  prop- 
erly classified  as  fixed  assets.  In  controlling  the  valuation  of  all 
fixed  assets  for  balance  sheet  purposes,  neither  the  market 
value,  the  replacement  value,  nor  the  capitalized  income  value 
should  have  any  consideration.  Likewise,  no  market  fluctua- 
tion should  be  reflected  in  the  balance  sheet  unless  possibly  as 
a  footnote. 

For  all  physical  assets,  excepting  real  estate,  the  rule  for 
valuation  is  cost  price  less  depreciation.  In  case  the  item  were 
bought  for  cash,  the  bona  fide  cash  outlay  is  the  measure  of 
value.  If  the  property  has  been  bought  with  stocks  or  bonds 
or  mortgages,  a  fair  market  value  of  these  securities  is  the 
measure  of  value  of  the  property.  Discount  on  stock  used  for 
purchasing  assets  should  be  deducted  from  the  value  of  the 
property.  Discount  on  securities  is  not  property,  but  discount, 
and  it  should  be  labeled  as  such.  Discount  on  bonds  is  a  de- 
ferred charge  written  oflF  to  profit  and  loss  over  the  life  of  the 
bonds.    This  cost  should  not  be  capitalized  by  adding  it  to  the 


property  account.  The  measure  of  stock  and  bond  discount 
may  be  ascertained  only  if  a  general  market  exists  for  these  se- 
curities. Equipment  purchased  or  manufactured  at  a  cost 
below  market  should  be  carried  at  the  lower  figure,  and  not 
written  up  to  market  value.  The  latter  practice  creates  a  ficti- 
tious profit,  one  not  earned,  as  true  profits  are  made  only  from 
a  sale.  The  raising  of  the  value  results  in  increasing  the  de- 
preciation charge.  If  the  so-called  profit  results  in  a  greater 
disbursement  of  dividends,  the  net  effect  is  the  depletion  of 
working  capital.  If  an  appraisal  results  in  writing  up  the  value 
of  property  owned,  the  increment  of  so-called  gain  should  be 
earmarked  as  a  special  reserve  and  not  included  as  a  part  of 
surplus. 

Undercharges  for  depreciation  ^  and  a  less  than  normal  de- 
preciation reserve,  result  in  an  overvaluation  of  assets;  over- 
charges for  depreciation  and  overstated  reserves  for  deprecia- 
tion, result  in  an  undervaluation  of  the  assets. 

Conditional  Ownership  of  Property. — In  case  the  firm 
has  conditional  ownership  of  any  asset,  for  instance,  where  the 
title  to  the  plant  site,  right-of-ways,  leases,  etc.,  is  to  pass  to 
the  firm  only  upon  the  happening  of  certain  events,  it  may  be 
claimed  that  the  value  alone  of  the  improvements  that  can  be 
removed,  is  property.  If  the  agreed  upon  conditions  are  not 
fulfilled,  and  title  is  not  vested  in  the  firm,  a  balance  sheet 
showing  such  items  as  fee  simple  property  is  a  misrepresenta- 
tion of  facts.  All  property  whose  value  will  expire  before  it 
would  normally  be  replaced,  should  be  written  down  and 
charged  to  profit  and  loss  ratably  as  the  value  expires. 

Fixed  assets  should  represent  properties  that  are  useful  for 
producing  or  facilitating  the  production  of  income.  Obsolete 
equipment,  abandoned  rights  of  way  and  easements,  expired 
patents  and  copyrights,  and  other  useless  items,  should  not 

*  For  a  more  complete  discussion  of  depreciation  and  depreciation  re- 
serves, see  Chapters  X  and  XI.  ^ 
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be  included.    They  aflFord  no  security  to  creditors  or  income  to 
the  owners. 

Intangible  Assets. — All  property  of  an  intangible  nature 
should  be  properly  identified  in  a  separate  section  of  the  bal- 
ance sheet.  By  the  nature  of  the  case,  such  items  as  goodwill, 
patent  rights,  franchises,  royalty  contracts,  leases,  etc.,  have 
no  known  ascertainable  value,  except  when  bought  for  cash. 
Much  of  the  odium  attached  to  intangibles  is  due  to  the  fact 
that  their  value  has  simply  formed  the  basis  of  stock  capitaliza- 
tion, rewards  of  which  went  to  the  promoter.  If  the  intangible 
has  real  merit  as  an  income  producer,  its  productivity  in  terms 
of  excess  income  over  the  return  on  the  plant,  may  be  capital- 
ized at  the  going  rate  of  return  for  industries  of  a  like  type, 
and  a  value  given  to  it.  Thus  if  the  excess  return  attributable 
to  goodwill  amounted  to  $10,000,  and  if  the  extra  income  was 
considered  perpetual,  the  value  of  the  goodwill,  money  being 
worth  10%,  would  be 

10,000 
.10 


=  ^100,000. 


Unadjusted  Debits — Balance  sheet  debit  items  that  are 
indeterminate  in  value  or  that  are  in  "suspense,"  awaiting  a 
future  classification,  are  called  "unadjusted  debits."  These 
items  may  be  assets  or  deferred  losses.  Examples  are:  sus- 
pended fire  losses,  organization  expenses,  discount  on  stock, 
bonus  given  with  the  sale  of  securities,  etc.  For  valuation  pur- 
poses the  only  question  is  whether  the  item  has  a  going  con- 
cern value.  If  not,  it  should  be  charged  against  the  surplus, 
over  a  period  of  years. 

Liabilities 


Current  Liabilities. — Accounting  standards  for  the  valua- 
tion of  liabilities  are  well  known  to  the  accounting  profession 
and  broadly  accepted  wherever  sound  accounting  is  employed. 
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Only  the  briefest  outline  can  be  given  here.  For  the  sake  of 
consistent  reporting,  the  debts  are  listed  into  three  groups  cor- 
responding to  their  tenure  and  the  purpose  for  which  they  were 

created. 

The  short-term  debts  of  the  usual  trade  type,  running  30, 
60,  90  days,  are  listed  as  current,  corresponding  to  the  current 
liquid  assets,  with  which  they  are  contrasted  in  balance  sheet 
reports.  They  represent  the  quick  debts  that  must  be  met  with- 
in the  brief  period  of  commercial  credit  extension,  out  of  cash 
received  from  the  turnover  of  current  assets.  Fixed  liabilities 
represent  the  long-term  securities  usually  running  beyond  one 
fiscal  period,  used  for  capital  financing  and  usually  refunded  or 
redeemed  out  of  sinking  funds. 

The  outstanding  problem  in  valuation  is  the  avoidance  of 
understating  the  current  liabilities.  Omission  of  such  debts 
usually  results  in  an  overstatement  of  profits  and  gives  a  false 
liquidity  position.  Secured  creditors  should  be  shown  sep- 
arately as  should  properties  under  pledge,  since  special  liens 
lessen  the  equity  of  the  general  creditors. 

Notes  payable  may  be  classified  as  to,  (i)  notes  arising 
from  commercial  transactions,  and  (2)  borrowing  from  bank- 
ers. A  third  class  may  be  made  of  notes  given  to  officers,  em- 
ployees, and  others.  The  latter  is  a  sign  of  credit  weakness,  as 
the  loans  may  be  on  a  personal  and  not  a  business  basis.  The 
listing  of  all  notes  according  to  their  age  gives  a  good  indica- 
tion of  the  promptness  in  meeting  bills. 

Trade  acceptances  are  ranked  as  notes  after  date  of  accep- 
tance and  are  of  slightly  higher  standing  than  most  notes,  be- 
cause of  the  fact  that  they  are  usually  sent  to  the  bank  for 
collection. 

Accounts  payable  should  include  only  those  obligations  in- 
curred in  the  course  of  commercial  transactions.  They  consist 
of  the  open  book  accounts  representing  obligations  for  goods 
bought  for  resale  or  for  productive  purposes.  "Trade  credit- 
ors" is  a  synonymous  term  for  accounts  payable.    Miscellaneous 
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book  accounts  representing  debts  to  other  than  trade  creditors 
should  be  shown  separately  under  the  heading  of  "Accounts 
Payable  Special."  The  ''aging"  of  all  open  accounts  assists  in 
approximating  the  promptness  in  paying  these  accounts.  The 
average  age  of  payables  can  be  detected  by  the  same  measuring 
device  as  v^as  used  for  receivables. 

The  normal  amount  of  accounts  payables  can  be  ascertained 
in  the  same  way  as  the  normal  receivables.  If  the  wholesale 
credit  terms  are  net  45  days,  or  eight  credit  terms  per  year, 
the  normal  payables  should  be  one-eighth  of  the  purchases  for 
the  year,  on  the  further  assumption  that  no  discounts  are  taken 
and  purchases  are  made  ratably  throughout  the  year.  Naturally 
a  serious  difficulty  encountered  in  the  use  of  averages  is  the 
fact  of  possible  seasonal  purchases  that  result  in  large  payables 
at  one  season  and  small  payables  at  other  seasons. 

Accrued  Expenses.— This  group  of  items  that  normally  are 
current,  consist  of  amounts  due  for  current  unpaid  operating 
expenses,  such  as  salaries,  wages,  taxes,  interest,  etc. — items 
that  are  liabilities  but  which  have  not  matured  into  current  debts 
at  the  date  of  the  report.  The  expenses  which  gave  rise  to  these 
liabilities  are  chargeable  to  the  current  period ;  the  accrued  lia- 
bilities carry  over  and  are  paid  in  the  next  period.  Accruals 
are  sometimes  listed  under  the  heading  of  "operating"  reserves. 
The  title  "accrued  liabilities"  indicates  more  nearly  their  true 
status  as  debts.  Being  relatively  unimportant  as  details,  ac- 
crued items  are  generally  reduced  to  a  schedule,  and  listed  in  the 
balance  sheet  as  a  current  debt. 

Unearned  Income. — Income  which  has  been  recorded  as 
revenue  and  which  has  not  fully  matured  at  the  date  of  closing, 
is  listed  as  a  liability.  The  subscriptions,  for  example,  to  a 
publication  paid  in  advance  is  a  liability  for  future  service  to 
be  rendered.  Other  items  in  this  class,  unearned  rents,  commis- 
sions, interest,  etc.,  are  income.  The  problem  of  valuation  is 
that  of  properly  dividing  such  revenue  into  the  earned  and 


the  unearned  portion.     The  latter  appears  as  a  liability  in  the 
balance  sheet  statement. 

Dividends  Payable — If  properly  declared  by  the  directors 
and  recorded  in  the  corporate  records,  dividends  are  considered 
current  debts.  They  can  be  sued  upon  as  any  other  matured 
debt  of  a  corporation.  Accrued  dividends  on  cumulative  pre- 
ferred stock  are  not  liabilities,  and  generally  do  not  appear  in 
balance  sheet  reports.  Interim  dividends  are  paid  during  the 
year,  prior  to  the  annual  closing.  The  bookkeeping  entries  are 
the  same  for  this  latter  type  as  for  the  former,  when  declared 
and  set  aside  as  a  debt  to  stockholders.^ 

Money  due  to  consignors  for  goods  sold  is  properly  classed 
as  a  current  liability.  Such  items  are  sometimes  erroneously 
called  "consignment  sales"  and  placed  in  the  profit  and  loss 
statement,  a  practice  that  results  in  wrongly  labeling  a  liability 
as  an  income  item. 

Fixed  Liabilities. — Debts  of  a  relatively  remote  maturity 
generally  extending  beyond  the  current  fiscal  period,  are  clas- 
sified as  fixed  liabilities.  Bonds  payable  issued  on  the  security 
of  property  or  collateral  is  the  principal  type  of  fixed  or  funded 
debt.  The  balance  sheet  title  should  appropriately  describe  the 
lien  as :  "First  Mortgage  6^%  45-Year  Bonds,"  or  "20- Year 
7%  Gold  Notes  of  1925."  Bonds  are  outside  equities  and 
should  not  be  classified  in  the  ownership  or  net  worth  sec- 
tion. Bonds,  or  any  other  type  of  liability,  should  not  be 
cancelled  against  the  pledged  property  used  as  security. 

All  property  and  all  liabilities  should  be   fully  extended 

*  The  bookkeeping  entry  for  the  declaration  of  a  dividend  is  as  follows : 
Dr.    Surplus  or  Undivided  Profits 
Cr.    Dividends  Payable 
When  the  dividends  are  paid  in  cash,  this  entry: 

Dr.    Dividends  Payable 
Cr.    Cash 

The  payment  of  a  stock  dividend  gives  rise  to  this  journal  entry: 
Dr.    Surplus  or  Undivided  Profits 
Cr.    Stock  Account 
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in  order  to  show  full  amount  of  debts;  not  the  net  equity 
or  balance  owned  in  property  after  deducting  debts.  Corpora- 
tion bonds  that  are  divisible  into  small  units  and  which  are 
issued  through  a  deed  of  trust,  should  not  be  confused  with 
real  estate  bonds  and  mortgages  which  cannot  be  divided.  They 
are  issued  direct  to  the  holder  without  the  intermediary  of  a 
trustee.' 

Contingent  Liabilities. — Debts  which  are  not  formally  re- 
corded but  which  may  be  pressed  for  settlement  against  a  con- 
cern because  of  its  indorsement  or  guaranty,  are  contingent  lia- 
bilities, and  in  all  cases  of  sound  accounting  practice,  should 
be  recorded  in  the  balance  sheet.  Some  of  the  more  important 
contingent  debts  are:  indorsements  on  notes  or  drafts  dis- 
counted, accommodation  indorsements,  leases  transferred  by 
indorsement,  guaranteed  bonds  and  preferred  stock  and  the 
earnings  thereon,  and  liabilities  under  pending  or  appealed 
lawsuits. 

In  most  cases  the  secondary  liability  of  the  contingency 
is  more  absolute  than  is  the  corresponding  contingent  asset 
because  the  liability  may  turn  into  a  primary  obligation.  The 
contingent  asset  seldom  can  be  realized  for  an  amount  suffi- 
cient to  pay  the  resulting  primary  liability.  The  contingent 
happening  fixes  the  debt,  which  leaves  the  new  obligor  with 
only  a  right  of  action  against  the  defaulter.  Where  there 
are  no  previous  indorsers  this  asset  is  of  doubtful  value.  There- 
fore, all  contingent  liabilities  should  be  reported  in  financial 
statements. 


■  The  bookkeeping  entries  for  the  issuing  of  bonds  or  mortgages  is  as 
follows : 

Dr.    Cash  or  Property 

Cr.    First  Mortgage  614%  45- Year  Bonds 

or 

Dr.    Bonds  Authorized 

Cr.    Bonds   Payable 
Dr.    Cash 

Cr.    Bonds  Authorized 
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Proprietorship. — The  net  worth  of  a  single  proprietorship 
or  a  partnership  is  indicated  by  the  capital  accounts  of  the 
owners.  As  no  separate  account  is  kept  with  profits  earned, 
the  surplus  gains  are  merged  with  the  capital  accounts.  In 
a  corporation  the  proprietorship  is  represented  by  three  items : 
(i)  capital  stock,  common  and  preferred,  outstanding;  (2) 
the  accumulated  surplus  representing  net  gains  not  closed  into 
capital  stock  accounts;  and  (3)  surplus  reservations  represent- 
ing amounts  set  aside  for  specific  corporate  purposes.  Cap- 
ital stock  of  par  denomination  should  be  shown  at  par  value, 
any  discount  or  premium  being  shown  separately.  Treasury 
stock,  donated  back  to  the  corporation,  or  repurchased,  should 
be  deducted  from  capital  stock  and  should  not  be  shown  as  an 
asset.  Non-par  common  or  preferred  stock  is  shown  at  the 
figure  received  for  the  stock.  Issues  of  non-par  stock  at 
different  prices  are  not  separated  but  shown  as  a  unit.  For 
example,  1,000  shares  of  non-par  stock  sold  at  60  would  be 
shown  in  the  balance  sheet — 

"Non-Par  Common"  (1,000  shares) $60,000 

If  a  second  issue  of  1,000  shares  were  sold  at  75,  the  balance 
sheet  after  the  second  sale  would  be — 

"Non-Par  Common"  (2,000  shares) $i3S .000 

Treasury  non-par  stock,  if  purchased  for  resale,  should  be  car- 
ried at  the  purchase  price;  donated  non-par  stock  at  a  nom- 
inal figure  or  at  the  last  sale  price.  Surplus  should  represent 
only  profits  earned  from  operations. 
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CHAPTER  IX 

PROTECTION  OF  THE  INVESTMENT- 
SURPLUS 

The  Function  of  Surplus — An  operating  surplus  earned 
and  reinvested  in  the  property  of  the  concern,  affords  a  security 
to  the  investment  as  a  "shock  absorber'*  in  the  sense  that 
adverse  operating  conditions  can  be  successfully  met,  if  surplus 
funds  are  available  for  such  emergencies.  The  surplus  usually 
is  depleted  before  the  original  capital  fund  is  encroached  upon, 
and  to  the  extent  that  it  aids  in  staying  a  condition  of  insolvency 
and  bankruptcy,  the  surplus  protects  the  investor.  The  larger 
the  surplus,  the  greater  its  sustaining  power,  and  the  greater 
its  protection. 

In  the  last  analysis  the  history  of  a  surplus  is  the  final 
record  of  the  profit-making  potentialities  of  a  business.  It 
reflects  the  degree  of  success  attendant  upon  the  policies  of 
management  in  meeting  its  purely  merchandising  problems. 
The  surplus  aids  in  establishing  the  fact  of  successful  man- 
agement as  such,  a  condition  highly  desirable  in  establishing 
credit  standing,  trade  connections,  and  trade  prestige,  which 
are  themselves  strong  elements  of  protection.  One  of  the 
most  important  factors  in  establishing  banking  credit  and  a 
market  for  corporate  securities  is  a  history  of  successful  oper- 
ations, measured  by  the  accumulation  of  a  sizable  operating 
surplus. 

Appropriated  Surplus— Surplus  that  is  undifferentiated  as 
to  its  origin,  i.e.,  earned  from  operations,  donations,  paid-in 
capital,  etc.,  and  unidentified  as  to  its  present  function  in  the 
business,  fails  in  a  large  measure  to  show  in  a  comprehensive 
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way,  the  manner  in  which  the  surplus  is  aiding  specifically  in 
protecting  the  investment.  That  portion  of  the  surplus  which 
has  been  set  aside  for  the  permanent  upbuilding  of  the  cor- 
porate estate,  that  is,  appropriated  for  the  benefit  of  the  cor- 
poration itself  through  a  formal  declaration  of  the  directors, 
and  earmarked  as  such  in  the  balance  sheet,  indicates  strength 
in  three  ways : 

1.  The  financing  of  fixed  assets  or  working  capital  or  both, 
with  an  equity  belonging  to  the  corporation  itself — an  equity 
which  has  no  restrictions,  no  maturity,  no  carrying  costs  or 
foreclosure  possibilities.  In  short,  it  is  the  ideal  financing 
method  for  expansion  purposes. 

2.  It  brings  freedom  and  independence  from  creditors 
through  the  provision  of  funds  for  trade  expansion,  without 
unduly  drawing  on  bank  credit  offerings,  so  well  illustrated 
by  the  Ford  Motor  Company's  use  of  its  large  corporate  sur- 
plus for  banking  purposes. 

3.  It  relieves  a  portion  of  the  surplus  from  its  possible 
dividend  liability  and  gives  the  corresponding  protection  to  the 
working  capital. 

However,  a  full  report  covering  the  protection  afforded 
by  the  appropriated  surplus  is  not  complete  with  the  state- 
ment of  the  amount  of  profits  set  aside  for  the  benefit  of  the 
company.  Three  additional  facts  must  be  ascertained:  (i) 
the  identity  of  the  surplus  among  the  added  assets  or  the 
reduced  liabilities;  (2)  the  use  made  of  these  added  assets, 
whether  fixed  property,  intangibles,  or  current;  and  (3)  the 
earning  capacity  of  the  newly  acquired  assets. 

The  identification  of  the  appropriated  surplus,  which  is 
merged  with  the  problem  of  the  identity  of  other  profit  and 
sundry  reserve  reinvestments,  can  be  accomplished  by  the  use 
of  comparative  balance  sheets,  for  illustrations  of  which  the 
reader  is  directed  to  Chapters  IV  and  V.  In  case  it  is  ascer- 
tained that  the  full  amount  of  the  surplus  has  found  lodgment 
in  the  working  assets  department  and  has  been  kept  in  a  liquid 
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condition,  a  full  measure  of  protection  is  afforded.  But  if  a 
portion  of  it  has  become  frozen  through  slow  turnovers  of 
merchandise  or  of  receivables,  or  has  become  invested  in  non- 
productive assets,  the  appropriated  surplus  loses  its  potency 
as  a  factor  in  strengthening  the  corporate  financial  structure. 
A  good  illustration  is  the  case  of  the  railroad  that  spent  its 
surplus  funds  and  reserve  money  in  branch  lines  that  failed  to 
make  an  income  and  later  were  subsidized  from  company  funds. 
Such  a  surplus  could  well  be  termed  a  "liability,"  as  revealed 
through  the  necessity  of  scrapping  obsolete  property. 

Property  that  ceases  to  be  productive  and  fails  to  make 
profits  is  a  poor  "representative"  of  the  surplus.  In  most  cases 
the  possession  of  a  surplus  is  assumed  to  give  unusual  strength 
to  the  firm.  Thus  it  must  be  noted  that  a  finer  discrimination 
must  be  made  in  these  balance  sheet  surplus  items  in  order  to 
determine  their  true  value  for  purposes  of  control  and  pro- 
tection. Surplus  appropriations  ordinarily  connote  strength 
and  imply  successful  past  history,  but  not  in  every  case. 

Protection  Afforded  by  Reservation  of  Profits  Pledged  to 
Retire  Funded  Debts — One  of  the  major  financial  difficulties 
of  business  concerns,  especially  of  the  larger  types,  is  the  pos- 
sible necessity  of  being  obliged  to  refund  its  bond  issue  or 
mortgage  indebtedness  in  a  business  depression.  Bond  matur- 
ities cannot  be  planned  with  any  degree  of  certainty  with 
regard  to  the  condition  of  the  general  money  market  at  the 
date  of  redemption.  There  can  be  no  assurance  that  the 
general  demand  for  funds  at  the  date  of  redemption  will  be 
small,  due  to  the  fact  that  too  many  maturities  may  have  been 
crowded  into  a  nominal  money  market,  by  the  lack  of  planning 
on  the  part  of  those  companies  that  do  long-time  financing. 
The  result  is  that  an  added  strain  may  be  placed  upon  the  money 
market  by  an  attempt  to  float  too  many  refunding  or  refinancing 
issues  in  a  single  year,  or  at  a  time  of  stringency.  Bankruptcy 
often   results   from   such  conditions.      Serious   financial  em- 


barrassment is  faced  by  practically  all  concerns  that  have  future 
refinancing  problems. 

In  order  to  avoid  such  a  contingency  and  to  provide  100% 
protection,  a  firm  may  be  enabled  to  figuratively  "hurdle"  a 
panic  or  even  a  depression  by  accumulating  sufficient  funds 
to  completely  pay  off  the  debt.  Cash  is  set  aside  annually  and 
paid  into  the  hands  of  a  trustee  whose  responsibility  it  is  to 
see  that  the  correct  amount  is  invested  in  securities  suitable 
for  sinking  fund  purposes.  In  most  instances  all  of  the  con- 
ditions for  the  operation  of  the  fund  and  the  responsibilities 
of  the  trustee  are  carefully  outlined  in  the  deed  of  trust 
executed  at  the  time  the  bonds  are  issued. 

However,  absolute  safety  does  not  result  from  the  creation 
of  a  sinking  fund.  It  indicates  only  that  funds  may  be  avail- 
able to  redeem  the  bonds  at  due  date.  But  there  is  nothing  to 
hinder  the  paying  of  dividends  at  the  same  time  to  stockholders, 
thus  resulting  in  a  double  drain  on  the  current  working  funds, 
first  for  sinking  fund  purposes  and  secondly  as  profit  payments. 
In  so  far  as  the  accounting  records  act  as  a  regulator  in  the 
matter  of  cash  payments,  only  partial  control  is  exercised  by 
the  use  of  sinking  funds  when  unaccompanied  by  other  control 
devices  that  restrict  the  payment  of  dividends,  while  cash  is 
being  accumulated  for  redemption  purposes.  Only  partial  pro- 
tection of  the  investment  is  afforded  the  stockholders  and  the 
general  creditors. 

Sinking  Fund  Reserves — By  setting  aside  an  amount  of 
profits  from  the  surplus  each  year  equal  to  the  cash  placed 
in  the  sitiking  fund,  and  by  earmarking  such  profits  in  a  special 
reserve  called  Sinking  Fund  Reserve,  an  effectual  device  is 
used  to  stop  the  payment  of  a  part  of,  if  not  all  dividends. 
In  effect,  this  procedure  is  tantamount  to  a  temporary  segrega- 
tion of  the  surplus  into  two  component  parts  :  first,  "operating" 
surplus,  and  "reserved"  surplus,  the  latter  amount  covering  the 
sinking  fund  reservation. 
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To  the  extent  that  the  operating  surplus  is  the  measure  of 
the  dividend  paying  capacity  of  a  concern,  the  diminution  of 
this  surplus,  by  taking  a  portion  of  the  yearly  profit  and  placing 
it  in  the  reserve,  indicates  a  lessened  capacity  for  paying  cash 
dividends  to  stockholders.  Hence,  through  the  balance  sheet 
notice  is  given  to  all  interested  parties  that  for  a  period  of 
time  extending  to  the  maturity  of  the  bond  indebtedness,  a  part 
of  the  surplus  will  be  set  aside  for  the  specific  purpose  of  with- 
holding dividend  payments  in  an  amount  equivalent  to  the  pay- 
ment into  the  sinking  fund. 

To  the  extent  that  this  reservation  of  surplus  in  a  special 
reserve  tends  to  limit  the  payment  of  dividends  on  the  part 
of  the  trustees  who  are  guided  by  the  corporate  statements, 
and  to  the  extent  that  the  showing  of  a  smaller  surplus  to 
stockholders  tends  to  limit  the  demands  of  the  latter  for  high 
dividend  rates,  this  special  accounting  device,  known  as  a  cov- 
ered reserve,  functions  as  a  control  factor.  In  the  last 
analysis  the  sinking  fund  reserve  directs  the  payment  of  cash 
into  the  hands  of  the  sinking  fund  trustee  and  away  from 
stockholders. 

Where  this  procedure  is  dictated  by  the  lender  in  the  deed 
of  trust,  the  board  of  directors  have  no  choice  in  the  matter, 
but  to  "pay  into  the  sinking  fund  out  of  profits"  annually  an 
amount  which  will  accumulate  with  interest  to  the  principal 
of  the  bond  issue  or  mortgage  at  the  date  of  maturity.  In 
this  case  the  accounting  records  show  that  the  covenant  with 
the  bondholders  has  been  fulfilled.  Such  a  practice  affords 
well-nigh  perfect  protection  in  paying  off  funded  debts. 

A  question  might  be  raised  whether  or  not  the  borrow- 
ing concern  has  been  fully  benefited  by  the  requirement  that 
takes  from  the  business,  cash  that  may  be  making  a  higher 
rate  of  earning  than  is  afforded  in  the  limited  type  of  securities 
which  are  eligible  for  sinking  funds.  In  part  the  answer  is 
made  in  the  choice  of  protection  as  against  added  earning 
power.     However,  sight  must  not  be  lost  of  the  fact  that 
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profit-making  is  a  function  of  security,  and  the  capacity  to 
pay  bond  interest  is  involved  in  earnings.  The  sinking  fund 
reserve  does  not  weaken  the  financial  structure  of  a  concern, 
and  on  the  whole  gives  an  added  element  of  strength  in  the 
same  way  that  surplus  is  a  protection  to  the  investment. 

Sinking  Fund  Reserves  Without  Sinking  Funds If  a 

borrowing  corporation  is  not  required  by  contract  to  set  aside 
cash  in  a  sinking  fund,  or  if  it  is  able  to  earn  a  distinctly  higher 
rate  of  profit  on  its  cash  than  a  nominal  rate  of  interest,  by 
employing  the  money  in  the  business  for  operations,  the  sink- 
ing fund  may  be  omitted.  In  this  case  the  only  protection 
given  would  be  a  sinking  fund  reserve.  This  procedure  tends 
to  diminish  the  payment  of  dividends  in  the  way  mentioned 
above,  namely,  through  a  special  reservation  of  the  'surplus 
and  a  lessening  of  the  amount  of  profits  available  for  dividends. 

Such  a  plan  of  financial  engineering  has  some  disadvan- 
tages. No  specific  fund  will  be  available  for  bond  redemption 
at  maturity.  If  increased  volume  of  credit  be  extended  to 
customers,  or  if  larger  inventories  be  carried  as  a  result  of  an 
investment  of  the  funds  in  the  operating  department,  it  means 
that  the  money  for  redeeming  the  bonds  must  be  secured  from 
a  contraction  of  credit,  from  more  rigid  collections,  or  from 
a  reduction  of  the  inventory  and  other  current  assets  in  which 
the  money  is  invested,  at  the  date  of  the  bond  redemption.  If 
these  methods  are  unproductive  of  results,  difficulty  will  be  met 
in  raising  the  necessary  funds. 

Obviously,  if  the  cash  has  been  invested  in  plant  or  any 
type  of  frozen  assets,  a  more  serious  problem  will  arise.  In 
a  similar  way  trouble  will  come  if  the  sinking  fund  reserve  has 
been  "invested"  in  any  of  the  debts  of  the  concern,  except  the 
bond  issue,  which  is  the  object  of  redemption. 

While  a  degree  of  protection  is  given  the  investor  or  owner 
in  the  sinking  fund  reserve,  the  plan  of  using  it  without  the 
fund,  in  many  cases,  puts  the  financial  engineer  to  the  neces- 
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sity  of  raising  cash  from  outside  sources  if  the  profits  have 
been  reinvested  indiscriminately  in  the  business.  Avoidance 
of  this  risk,  however,  is  the  ultimate  purpose  of  sinking  fund 
financing,  and  it  is  here  that  the  only  important  weakness  of 
"uncovered"  reserves  is  featured. 

If  the  company's  own  bonds  are  redeemed  currently  with 
cash,  such  a  practice  in  effect  amounts  to  the  use  of  a  sink- 
ing fund,  a  method  often  followed  where  serial  redemption 
is  involved.  This  redemption  plan  has  advantages,  especially 
where  bonds  may  be  purchased  at  a  saving  in  the  open  mar- 
ket. The  interest  "earned"  is  the  saving  in  interest  cost  on 
the  bonds  thus  purchased. 

Final  Disposition  of  the  Sinking  Fund  Reserve. — After 
the  sinking  fund  reserve  has  served  its  purpose  during  the 
life  of  the  bonds  and  no  longer  is  needed  to  indicate  the  segre- 
gation of  profits,  it  is  usually  turned  back  in  its  entirety  into  the 
surplus  whence  it  came  originally.  The  profits  which  have 
been  accumulated  over  a  period  of  years  are  shown  as  "profits" 
for  the  first  time,  upon  the  redemption  of  the  bonds.  The 
Surplus  account  is  thus  increased  by  an  amount  equal  to  the 
bond  issue.  Obviously  no  profits  have  been  made  by  this 
accounting  entry,  as  it  simply  merges  the  surplus  items  into 
one  account. 

The  surplus  is  now  free  for  any  legitimate  corporate  pur- 
pose, and  dividends  can  be  paid  as  if  no  reserve  had  been 
created  out  of  profits  in  the  first  place.  If  there  is  an  insuffi- 
cient amount  of  net  free  cash  available  for  paying  dividends, 
due  to  the  fact  that  the  sinking  fund  may  have  absorbed  all 
ready  cash,  borrowing  may  be  resorted  to  for  dividend  pur- 
poses. Safety  in  borrowing  for  dividends  would  depend  upon 
the  ability  of  the  company  to  repay  the  loan  in  a  relatively 
short  time.  In  some  cases  short-time  bonds  may  be  issued, 
or  bank  loans  may  be  used  for  dividend  purposes. 

In  case  a  loan  is  not  used  for  cash  dividends,  a  stock  divi- 
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dend  may  be  issued  in  its  stead.  This  plan  obviates  the  risk 
of  borrowing,  and  as  a  policy  in  protecting  the  investment,  the 
plan  is  highly  desirable.  It  satisfies  the  stockholders'  demand 
for  remuneration,  and,  more  important,  conserves  the  work- 
ing funds  and  improves  the  debt-paying  capacity  of  the 
business.^ 

A  question  might  be  raised  as  to  the  potency  of  the  newly 
increased  surplus,  as  merged  from  the  sinking  fund  reserve, 
in  protecting  the  investment  after  the  debt  has  been  can- 
celled. In  answer  to  the  inquiry,  "Where  is  the  surplus?" 
the  immediate  identification  is  found  in  the  absence  of  the 
debt  itself.  A  reduction  in  liabilities,  with  no  change  in  other 
liabilities  or  in  assets,  has  resulted  from  an  increase  in  net 
worth.  The  increased  profits  over  a  period  of  years  placed 
in  the  sinking  fund  reserve  has  now  found  expression  in  the 
elimination  of  the  bond  issue  or  mortgage  debt,  through  the 
conversion  of  the  sinking  fund  and  the  redemption  of  the  out- 
standing bonds.  During  the  life  of  the  bonds  the  reserve 
checked  profit  payments  and  thus  in  part  guaranteed  redemp- 


*  Balance  Sheet  before  Bond  REDEUpnoN 

P'ant $  8.000.000 

Current  Assets i, 000,000 

Sinking  Fund 3.000.000 


Stock. 
Bonds 
Surplus 


$  5,000,000 
3,000,000 
1,000.000 


2.  r.— -  v.-  •  •  •  •  • *  ,000.000 

Sinking  Fund  Reserve 3,000,000 


$13,000,000 


$12,000,000 


Balance  Sheet  after  Bond  Redemption 
Plant $8,000,000  Stock f  c  000  000 

Current  Assets i.ooo.ooo      Surplus...::::::.:::::.:::::::  'i'S:^ 


$   Q, 000, 000 


$   9,000.000 


Balance  Sheet  Showing  Creation  of  a  Current  Loan  and  the  Payment  of  a  $500  000  Cash 

Dividend  ' 

P^t.        $  8.000.000  Stock S  q  000  000 

Current  Assets i.ooo.ooo  Current  Liabilities 500*000 

Surplus :       3.500:000 


$  0,000,000 


$  9,000,000 


Balance  Sheet  Showing  Effect  of  a  $3,000,000  Stock  Dividend 

f}^^  •■■. t  8.000,000  Stock $8000000 

Current  Assets 1,000,000  Surplus : : : ;       *  o.«».ooo 


$  9.000,000 


1,000,000 
$  9,000.000 
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tion ;  after  the  amortization  of  the  debt,  the  reserve  (now  sur- 
plus) registers  the  accomplished  fact  of  the  debt  payment. 

Substitution  of  a  Sinking  Fund  Reserve  for  a  Deprecia- 
tion Reserve. — Can  a  sinking  fund  charged  to  operations 
be  used  for  the  dual  purpose  of  providing  for  a  sinking  fund 
reserve  for  debt  amortization  and  at  the  same  time  be  used  as 
a  charge  for  depreciation?  It  has  been  argued  that  since  the 
sinking  fund  charge  is  not  an  expense  of  the  business  incurred 
for  operating  purposes,  but  a  charge  against  surplus  made  for 
the  protection  of  the  bondholder  and  the  issuing  firm,  the  sink- 
ing fund  reserve  can  in  effect,  upon  the  date  of  bond  redemp- 
tion, be  renamed  and  called  a  Depreciation  Reserve,  if  the  rate 
of  accumulation  is  the  same  as  the  depreciation  rate. 

In  short,  the  question  raised  is  one  of  whether  or  not  the 
depreciation  charge  and  the  sinking  fund  charge  are  not  double 
charges,  and  whether  or  not  the  two  reserves  do  not  afford 
double  protection,  one  to  the  bondholder  and  the  other  to  the 
owner  who  is  interested  in  reserving  profits  for  replacing  the 
plant  when  worn  out. 

To  answer  the  question  fully,  a  further  analysis  must  be 
made  concerning  the  nature  of  the  different  charges.  Deprecia- 
tion is  considered  an  expense  of  operations  and  as  such  is  listed 
as  a  cost  item  in  determining  net  profits.  The  sinking  fund 
charge  is  taken  from  surplus  after  net  profits  have  been  deter- 
mined. It  is  not  treated  as  a  cost,  except  perhaps  where  a 
public  utility  is  purchasing  the  plant  out  of  profits  and  charging 
such  purchase  price  currently  to  the  public  as  a  part  of  the 
price  of  the  final  product.  If  depreciation  is  a  recognized 
expense  and  its  inclusion  is  necessary  for  the  correct  deter- 
mination of  net  profits,  and  if  the  trust  agreement  provides 
that  the  sinking  fund  shall  be  set  aside  "out  of  profits,"  the 
omission  of  the  depreciation  charge  amounts  to  a  technical 
violation  of  the  trust  agreement.  Depreciation  must  be  in- 
cluded as  an  expense  to  determine  net  profits;  the  sinking 
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fund  charge  is  made  after  depreciation.     Failure  to  include 
depreciation  causes  an  inflation  of  profits. 

If  the  depreciation  charge  is  omitted  under  such  circum- 
stances and  the  sinking  fund  charge  is  made  as  an  expense 
item  and  charged  to  profit  and  loss,  the  resulting  reserve,  while 
named  a  sinking  fund  reserve,  is  in  reality  not  an  earmarked 
portion  of  proprietorship,  but  a  pure  valuation  reserve.  Such 
an  arrangement  fails  to  act  as  a  deterrent  to  dividend  payments. 
The  sinking  fund  would  not  be  "set  aside  out  of  profits"  in 
the  meaning  commonly  understood  where  the  practice  is  used 
with  this  object  in  view. 

However,  where  the  trust  agreement  designates  a  sink- 
ing fund  without  the  reserve,  the  problem  is  one  of  financial 
and  accounting  convenience.  Here  the  one  charge,  if  made  to 
profit  and  loss,  is  sufficient  to  cover  the  depreciation  costs, 
whatever  be  the  label  attached  to  the  reserve.  In  the  last 
analysis  such  a  reserve  strictly  speaking  is  a  valuation  reserve, 
and  does  not  carry  the  function  of  the  typical  proprietorship 
reserve.  A  sinking  fund  would  be  accumulated  in  due  time. 
The  redemption  of  bonds  as  usual  would  be  made  out  of  the 
funds  accumulated  and  measured  by  the  sinking  fund  and  the 
so-called  sinking  fund  reserve,  the  latter,  in  fact,  being  a  mere 
valuation  reserve.  The  bonds  would  be  paid  out  of  the  values 
accumulated  to  replace  the  assets  against  which  the  bonds  were 
originally  issued  and  for  which  the  depreciation  reserve  is 
ordinarily  created. 

Accounting  Procedure  for  Sinking  Funds  and  Sinking 
Fund  Reserves — For  account  classification  purposes,  sinking 
funds  are  not  to  be  rated  as  a  part  of  either  the  current  or 
liquid  assets  in  making  up  financial  reports.  Since  such  funds 
are  under  the  custody  of  a  trustee  and  beyond  the  control 
of  the  treasury  department,  such  moneys  are  not  available  for 
the  use  of  the  company  for  paying  any  but  the  funded  debts 
for  which  the  money  has  been  pledged.     The  item  should  be 
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shown  under  a  separate  heading  that  designates  the  true  char- 
acter of  the  fund,  such  as,  for  example,  "Sinking  Funds  and 
Investment  of  Special  Reserves."  Under  this  heading  may 
also  be  put  insurance,  bonus,  pension,  and  like  funds.  The 
sinking  fund  reserve  should  be  shown  as  a  portion  of  the  net 
worth,  as  a  segregation  of  surplus.^ 

Reserves  for  Contingencies. — A  considerable  degree  of 
protection  is  to  be  found  in  the  existence  of  contingent  reserves. 

*  If  the  agreement  called  for  sinking  fund  payments  made  out  of  profits, 
the  accompanying  entries  would  be  made: 

(i)  Dr.     Surplus 

Cr.     Sinking  Fund  Reserve 

At  the  appointed  time  when  the  money  is  remitted  to  the  trustee  the 
following  entry  is  made: 

(2)  Dr.     Sinking  Fund  Trustee 

Cr.    X  Bank  or  Cash 

When  the  trustee  reports  on  the  investment  of  the  cash  in  securities, 
the  following  entry : 

(3)  Dr.    Sinking  Fund  Securities 

Cr.     Sinking  Fund  Trustee 

Explanations  showing  the  type  and  amount  of  various  securities  pur- 
chased by  trustee  should  be  made  with  the  entries. 

At  the  date  of  the  redemption  of  the  bonds  this  entry : 

(4)  Dr.     Cash 

Cr.    Sinking  Fund  Securities 

(5)  Dr.     Bonds  Payable 

Cr.     Cash 
With   explanation   showing   the   sale   of   the   sinking   fund 
securities  and  the  redemption  of  the  outstanding  bond  issue. 

The  sinking  fund  reserve  is  then  cleared  into  surplus  with  the  following 
entry : 

(6)  Dr.     Sinking  Fund  Reserve 

Cr.    Surplus 

If  a  loan  be  made  to  pay  cash  dividends  at  this  time: 

(7)  Dr.     Surplus 

Cr.     Dividends  Payable 
With  adequate  explanation. 

(8)  Dr.    X  Bank  (cash) 

Cr.    Loans  Payable 
With  explanation  showing  type  of  loan  for  paying  dividends. 

(9)  Dr.     Dividends  Payable 

Cr.     X  Bank  (cash) 

If  a  stock  dividend  is  paid  instead  of  a  cash  dividend: 

(10)  Dr.     Surplus 

Cr.    Capital  Stock 
With  an  explanation  showing  the  issuance  of  the  stock  divi- 
dend charged  to  Surplus. 


This  type  of  reserve  may  be  considered  as  an  earmarked  por- 
tion of  surplus,  in  the  same  way  as  the  reserve  for  sinking 
funds  are  portions  of  true  profits,  or  they  may  be  a  valuation 
reserve  resulting  from  a  bookkeeping  charge  to  profit  and  loss. 
In  this  latter  category,  a  contingent  reserve  may  be  deemed  a 
measure  of  an  ascertained  loss  which  is  taking  place  or  is 
about  to  transpire. 

The  presence  of  such  reserves  connotes  a  degree  of  con- 
servatism on  the  part  of  management,  in  providing  for  pos- 
sible unforeseen  and  in  some  cases  predictable  losses.  All 
business  is  subject  to  hazards  of  various  types.  Prudence 
dictates  that  they  be  provided  against.  The  larger  the  scale 
and  the  broader  the  scope  of  operations  generally,  the  more 
serious  are  the  destructive  forces  that  must  be  guarded  against 
and  the  larger  should  be  the  insurance  carried,  in  the  form 
of  a  reserve  of  profits  that  can  be  used  to  tide  the  concern  over 
financial  emergencies.  A  business  operating  in  several  score 
of  states  and  in  foreign  countries,  by  the  fact  of  being  exposed 
to  various  legislative,  judicial,  and  regulatory  bodies  and  to 
various  uncontrollable  physical  conditions,  must  be  protected 
to  a  greater  extent  than  a  business  that  confines  its  scope  of 
operations  to  a  restricted  territory  of  known  physical  char- 
acteristics and  predictable  social  attitudes. 

Some  of  the  possible  losses  which  cannot  be  reduced  to 
an  actuarial  basis  for  positive  predetermined  computation,  but 
which  should  be  recognized  by  management  and  provided  for 
in  contingent  reserves,  are  those  due  to : 

1.  Catastrophes,  such  as  floods,  tornadoes,  marine  losses, 
wrecks,  fires,  etc. 

2.  Unfavorable  legislation  or  decisions  on  the  part  of  state 
or  federal  governmental  agencies  or  through  the  confiscatory 
acts  of  foreign  governments. 

3.  Expansion  of  state  and  federal  police  power  covering 
such  things  as  pure  food  legislation,  improved  sanitary  con- 
ditions,   improved    working   conditions,    traffic    control,    fire 
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protection  for  the  public  and  working  men,  industrial  com- 
pensation, etc.  AH  these  control  regulations  are  desirable  from 
a  social  standpoint ;  they  often  come  as  a  result  of  propaganda 
or  reform  movements,  but  nevertheless  they  exact  a  toll  in 
reduced  profits   from  the  concern  directly  affected. 

4.  Possible  adverse  legal  decisions  where  the  company  is 
involved  in  protracted  litigation. 

5.  Unfavorable  business  conditions.  Reserves  against  this 
type  of  loss  might  better  be  carried  under  "surplus"  or  divi- 
dend reserves,  if  it  is  desirable  to  carry  forward  a  continuous 
dividend  policy. 

Some  authorities  would  restrict  the  use  of  contingent  re- 
serves to  those  liabilities  that  are  of  a  contingent  nature, 
such  as  accommodation  indorsement,  guaranty  of  bond  prin- 
ciple and  interest,  etc.  Such  items  should  be  shown  in  the 
reports  to  give  proper  notice  to  interested  parties;  however, 
the  use  of  contingent  reserves  should  be  for  a  broader  type 
of  potential  loss.  A  restricted  dividend  policy  and  the  exist- 
ence of  substantial  contingent  reserves  is  necessary  for  full 
insurance. 

Extraneous  Losses  and  Gains — A  report  on  the  surplus 
of  a  business  is  not  complete  without  a  history  of  the  extraor- 
dinary losses  and  gains  covering  past  years.  Such  a  history 
should  cover  the  amount  of  such  items,  the  causes  for  the 
losses  or  gains,  and  the  possibility  of  their  recurrence.  If  the 
surplus  is  made  up  in  any  considerable  part  of  extraneous 
gains,  the  question  is,  "Can  future  gains  from  the  same  source 
be  considered  permanent  or  irregular?"  The  same  informa- 
tion should  be  given  regarding  losses. 

Profits  Available  for  Dividends.— The  dividend  policy  of 
a  board  of  directors  is  a  factor  to  be  considered  in  selecting 
investment  and  credit  risks.  Generosity  in  paying  out  profits, 
in  order  to  maintain  security  prices  or  general  credit  condi- 
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tions,  may  be  a  desirable  thing.  However,  the  policy  of  drain- 
ing working  capital  may  be  carried  too  far  for  the  immediate 
welfare  and  the  ultimate  solvency  of  the  concern.  No  definite 
answer  can  be  given  as  to  the  proper  amount  of  dividends  that 
can  safely  be  paid  out.  The  important  factors  are:  (i)  the 
fluctuation  in  the  past  net  earnings,  (2)  the  per  cent  of  earn- 
ings paid  out  as  profits,  and  (3)  the  amount  of  payments  in 
stock  dividends. 

No  financial  report  of  a  concern  is  complete  without  a 
full  report  covering  these  factors. 

Surplus  Items  That  Do  Not  Show  Protection 

Not  all  "surplus"  items  appearing  in  balance  sheets  and 
in  ledgers  are  true  surplus,  as  is  commonly  understood  by 
accountants  and  credit  men.  The  reader  of  statements  should 
be  on  guard  in  the  interpretation  of  "surplus,"  in  order  to 
detect  immediately  the  spurious  elements  that  have  no  place 
there.  The  bookkeeping  novice  and  the  clever  manipulator  of 
accounts  may  wrongly  classify,  as  surplus,  psuedo-liabilities, 
valuation  accounts,  and  unearned  profits,  with  the  result  that 
wrong  conclusions  may  be  drawn  concerning  the  earnings,  the 
condition  of  the  financial  structure,  and  hence  the  safety  of 
an  investment. 

Appreciation  of  Property  Values. — Unrealized  profits 
which  have  resulted  from  the  appreciation  of  plant  values  have 
no  place  in  the  surplus  of  any  going  concern.  The  writing  up  of 
real  estate,  buildings,  equipment,  or  any  other  property  owned, 
results  in  the  showing  of  so-called  "profits,"  which  from  all 
conventional  practice  are  not  accounted  as  business  gains.  A 
going  concern  does  not  hold  its  plant  for  resale  or  for  specula- 
tive purposes.  True,  if  a  sale  or  liquidation  were  made  at 
a  time  of  high  prices,  a  profit  might  be  realized. 

But  to  anticipate  such  a  sale  or  liquidation  by  preregister- 
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ing  the  hoped-for  profit  and  to  show  the  unreaHzed  gain  as  an 
accomplished  fact,  is  to  state  an  untruth.  Profits  are  made 
as  the  result  of  a  sale,  and  not  by  the  increase  in  value  due 
to  a  reappraisal,  which  simply  reveals  the  fact  of  a  change  in 
the  purchasing  power  of  the  dollar,  or  perhaps  the  local  appre- 
ciation of  real  estate  values.  A  footnote  in  a  financial  state- 
ment is  a  suflficient  notice  of  increased  prices.  The  surplus 
should  not  register  it. 

Furthermore,  if  the  increase  in  value  has  been  caused  by  a 
change  in  the  price  level,  consistency  would  dictate  a  policy  of 
writing  down  the  value  of  property  which  previously  had  been 
written  up.  But  if  the  showing  of  surplus  profits  resulting 
from  the  appreciation  of  assets,  causes  a  greater  payment  of 
dividends,  and  a  corresponding  decline  in  working  capital,  a 
real  menace  has  been  created  in  the  existence  of  this  fictitious 
surplus. 

If  the  plant  or  equipment  is  written  up,  the  temporary  profit 
will  inevitably  disappear  later  through  an  increase  in  the  annual 
depreciation  charged  to  profit  and  loss.  The  appreciation  of 
assets  does  not  increase  the  life  of  property.  The  increase  in 
the  depreciation  charges  on  a  $500,000,  20-year  plant,  which 
has  been  appreciated  50%,  will  be  $12,500  per  year.  The 
owners  of  stock  at  the  time  of  the  write-up,  if  dividends  are 
paid,  will  gain  at  the  expense  of  subsequent  owners  of  stock, 
who  must  stand  the  increased  depreciation  charge  and  a  deple- 
tion of  the  working  capital.  Thus  the  practice  gives  to  the 
insiders  a  chance  to  manipulate  the  accounts. 

Equipment  Made  by  Firm — The  same  general  effect 
upon  the  ledger  accounts  and  the  financial  statements,  and 
also  the  same  type  of  manipulation,  is  brought  about  through 
the  writing  up  to  market  value  of  tools  and  equipment  pro- 
duced by  the  concern  or  purchased  below  market.  Such  goods 
should  be  carried  at  cost  of  production  or  at  cost.  Profits 
are  not  made  in  the  saving  in  production  costs  or  equipment 
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used  in  the  plant.  The  ultimate  profit  is  realized  in  the  lower 
cost  of  production  of  the  finished  products,  due  to  a  lower 
interest  carrying  cost  and  in  the  lower  depreciation  charge  on 
the  equipment  made  in  the  plant. 

Uncompleted  Contracts. — Uncompleted  contracts  carry  no 
profit  that  should  be  shown  in  the  Surplus  account  if  there  be 
any  appreciable  risk  involved  in  finishing  the  contract.  To 
show  a  profit  on  uncompleted  work,  that  may  involve  the  con- 
tractor in  a  possible  future  loss  occasioned  by  such  hazards 
as  strikes,  possible  increased  wages  and  material  costs,  or  pos- 
sible losses  due  to  physical  factors,  is  to  misstate  the  truth. 
Even  though  the  sale  has  been  made  and  the  legal  claim  for 
compensation  has  been  established,  the  cost  of  the  sale  has  not 
been  determined,  and  hence  the  profit  is  an  unknown  factor. 
Practice  and  logic  prohibit  giving  such  unearned  profits  a 
place  in  financial  statements.  They  do  not  afford  any  pro- 
tection of  the  investment. 

If  the  contract  calls  for  full  payment  on  the  completed  por- 
tion of  the  work  with  no  recourse  against  the  contractor  for  the 
unfinished  part,  a  profit  has  been  earned.  Such  arrangements 
are  exceptional,  however. 

Inter-Company  Profits. — Inter-company  profits  which 
have  arisen  from  the  sale  of  goods  from  one  unit  in  an  organi- 
zation to  another  unit,  are  not  true  "profits.**  The  fact  that 
Branch  A  has  produced  goods  and  sold  them  to  Branch  B  at 
a  net  gain  to  the  former,  does  not  mean  that  a  profit  has  been 
made  by  Branch  A  and  Branch  B  combined.  The  profit  is 
made  in  such  cases  only  when  the  goods  are  sold  to  outsiders. 
The  combined  inventories  of  the  two  units  contain  an  element 
of  inflation  amounting  to  the  inter-company  "profit.**  "If  it 
is  not  possible  to  get  such  actual  profit  figures,  an  estimated 
reserve  should  be  provided,  based  on  information  obtainable, 
to  exclude  the  approximate  amount  of  profits  .  .  .  which  has 
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accrued  to  the  department  or  subsidiary  (company)  selling  the 
same.  .  .  ."  ^ 

There  is  no  protection  of  the  investment  in  inter-company 
or  inter-departmental  "profits.'*  For  the  same  reasons  as  out- 
lined above,  all  of  the  so-called  "profits"  which  have  arisen 
from  the  overvaluation  of  any  and  all  assets,  or  the  under- 
valuation of  liabilities,  have  no  place  in  the  surplus  statement.* 

Donated  Surplus. — A  donated  surplus  will  show  protection 
of  the  investment  as  an  addition  to  net  worth  only  to  the 
extent  that  the  donation  is  genuine  and  not  the  result  of  a 
gift  whose  measure  is  the  inflation  of  the  property  turned 
over  to  a  corporation  in  payment  for  stock.  If  the  original 
assets  prior  to  the  donation  were  fairly  valued,  and  if  the 
donated  stock  were  sold  and  the  money  employed  in  building 
up  the  corporate  estate,  the  new  property  acquired  and  its 
representation  in  the  donated  surplus,  would  be  a  bona  fide 
security  factor  and  would  function  no  differently  from  profits 
made  from  operations. 

Donated  surplus  that  has  its  measure  in  unsold  treasury 
stock  has  very  little  protection  value.  The  sale  of  such  stock, 
which  is  necessary  to  give  real  potency  to  the  donated  surplus, 
has  not  been  consummated  and  if  the  market  for  such  securi- 
ties is  limited,  the  protection  element  as  such  is  almost  nil. 
At  least  the  sale  potency  of  treasury  stock  is  but  little  better 
than  that  of  unissued  stock.  If,  however,  the  treasury  stock 
has  a  ready  and  demonstrable  market,  the  surplus  has  strong 
presumptive  elements  of  protection.  But  even  here  the  sur- 
plus should  be  reduced  by  the  amount  of  possible  future  dis- 
counts occasioned  by  the  sale  of  the  donated  stock.  In  all 
events,  the  donated  surplus  should  not  be  represented  with  the 
"operating"  surplus,  but  should  be  shown  separately  under 
its  proper  title. 

» Montgomery,  Auditing  Theory  and  Practice,  Vol.  I,  p.  152. 
For  a  more  detailed  statement  concerning  the  principle  of  valuation 
of  assets  and  their  direct  effect  on  the  surplus,  see  Chapter  VIII. 
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Assessments,  Premiums  on  Stock  and  Bonds. — There  are 
three  elements  sometimes  shown  in  the  surplus  but  which 
should  be  segregated: 

1.  Stock  assessments  made  on  assessable  stock  and  collected 
in  cash.  Such  an  assessment,  while  showing  an  addition  to 
the  proprietorship  as  a  matter  of  fact,  registers  financial  diffi- 
culty and  is  often  made  as  a  last  resort  to  avoid  financial 
insolvency.  The  device  is  frequently  employed  by  development 
companies  in  the  promotion  stage. 

2.  Premiums  on  stock  (sold)  are  the  same  as  paid-in  cap- 
ital. In  some  cases  they  are  classified  as  "surplus"  and  there 
is  no  law  at  present  preventing  the  payment  of  cash  dividends 
created  by  premiums  on  stock.  The  practice  has  little  sanction 
among  accountants  or  business  executives.  There  is  a  possible 
element  of  investment  protection  in  stock  premiums,  due  to 
the  fact  that  the  redemptions  of  the  securities  sold  at  a  premium 
usually  are  made  at  par. 

3.  Premium  on  bonds  (sold)  is  not  considered  surplus, 
but  deferred  interest,  as  the  latter  item  is  amortized  by  a 
periodic  credit  to  bond  interest  and  a  charge  to  bond  pre- 
mium. The  inclusion  of  the  total  bond  premium  in  surplus  at 
the  date  of  the  sale  of  the  bonds,  causes  an  unwarranted  increase 
in  the  surplus  that  might  result  in  a  greater  payment  of  divi- 
dends, which  obviously  are  not  earned  at  the  date  of  the 
issue  of  the  bonds.** 


*  The  proper  accounting  for  bond  premium  is  as  follows : 
Dr.    Cash  $755,ooo 


$750,000 
5,000 


Cr.    Bonds    Payable 
Cr.    Bond  Premium 
To  record  the  sale  of  bonds  at  a  premium. 

The  amortization  of  the  bond  premium  at  the  date  of  the  payment  of 
the  semi-annual  interest  charge  is  as  follows: 

Dr.    Bond  Premium 

Cr.    Profit  and  Loss 
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CHAPTER  X 

PROTECTION  OF  THE  INVESTMENT- 
REPLACEMENT  RESERVES 

Protective  Function  of  Replacement  Reserves. No  in- 
vestment is  fully  protected  without  adequate  reserves  having 
been  put  aside  out  of  profits  to  cover  the  cost  of  renewing  all 
worn-out  assets  at  the  time  they  are  scrapped  or  at  the  expira- 
tion of  their  legal  life.  It  is  universally  recognized  that  all 
property  loses  value  with  use,  with  exploitation,  or  with  the 
passage  of  time.  Perpetuity  of  existence  is  inherent  in  prac- 
tically no  property  used  for  productive  purposes. 

The  concern  that  fails  to  take  account  of  this  inevitable  loss 
in  value,  that  pays  out  all  income  in  the  form  of  dividends, 
that  fails  to  conserve  and  dedicate  new  property  values  for 
the  replacement  of  the  old  property,  is  courting  inevitable  finan- 
cial trouble.  The  original  investment  gradually  is  being  repaid 
to  the  stockholder  as  a  return  of  the  principal.  Income  thus 
recorded  is  not  earned;  and  the  person  who  relies  on  the 
statement  of  a  concern  that  fails  to  take  depreciation  into 
account,  is  being  seriously  misled.  The  holders  of  long-term 
securities,  such  as  bonds  and  mortgages,  under  such  a  policy 
might  be  compelled  to  witness  the  gradual  wasting  of  their 
property  and  the  payment  of  its  value  to  stockholders,  under 
extreme  cases,  with  the  accompanying  shrinkage  in  the  security 
back  of  their  investment. 

With  what  funds  may  property  be  replaced  if  it  is  thus 
dissipated  through  the  payment  of  income?  Only  through  the 
floating  of  new  securities  to  rebuild  the  old  plant.  Such  a 
course  would  tend  to  cause  a  double  issue  of  securities,  once 
for  initial  financing  and  again   for  refinancing  the  replace- 

158 


ment  of  units.  It  means,  furthermore,  that  the  surplus,  if 
there  be  one,  is  in  part  a  mere  valuation  account  and  not  a 
true  profit. 

In  modern  times  inadequate  reserves  for  replacements 
usually  indicate  one  of  two  things:  (i)  manipulation  to 
inflate  the  surplus,  or  (2)  ignorance  of  sound  business  practice. 

It  is  axiomatic  that  if  the  price  of  the  final  product  is  made 
up  without  the  inclusion  of  the  prorated  change  for  the  wastage 
of  physical  property,  consumers  are  receiving  goods  below 
actual  cost  of  production,  and  in  reality  are  receiving  without 
charge,  the  value  of  the  plant  along  with  the  goods  purchased. 

Adequacy  of  Depreciation  Reserves — At  best,  deprecia- 
tion is  approximate  and  all  reserves  are  more  or  less  unscien- 
tific. No  infallible  measuring  device  for  determining  plant 
value  exists  where  human  judgment  enters  so  largely  into  the 
question  of  depreciation  rates.  The  problem  of  the  adequacy 
of  reserves  in  the  balance  sheet  is  largely  a  question  of  check- 
ing physical  appraisal  with  plant  performance. 

In  examining  plant  values  as  a  check  on  the  adequacy  of 
depreciation  reserves,  the  important  question  is  not  so  much 
the  age  and  former  productivity  of  the  plant,  but  the  pos- 
sible future  service.  Present  age  and  serviceability  are  not 
the  essential  criteria  of  present  value;  because  values  attach 
to  future  and  not  to  past  service.  The  uncertainty  as  to  plant 
value,  and  as  to  the  question  of  the  adequacy  of  reserves,  lies 
in  the  lack  of  knowledge  of  the  life  expectancy  of  individual 
equipment  and  its  future  productivity. 

The  probability  of  error  covering  future  service  tends  to 
decrease  as  the  end  of  the  theoretical  age  is  approached.  The 
greatest  error  in  computing  annual  service  value  of  a  piece  of 
equipment  is  found  at  the  date  of  installation,  due  to  the  fact 
that  all  of  the  factors  of  usage,  aging,  extra  load  factors, 
possible  neglect  of  repairs,  to  which  equipment  is  subject,  are 
wholly  in  the  future  and  therefore  unknown,  whereas  these 
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uncertainties  tend  on  the  whole  to  eliminate  themselves,  as  the 
end  of  service  life  is  approached. 

The  determination  of  depreciation  rates  for  the  replacement 
of  industrial  equipment  has  not  been  reduced  to  an  actuarial 
basis,  and  it  is  doubtful  if  the  layman  can  expect  to  find  a 
reliable  index  of  reserve  requirements  in  financial  statements 
alone,  published  by  operating  concerns.  The  problem  is  essen- 
tially one  for  the  engineer  and  varies  with  local  conditions  of 
physical  operations. 

Reserves  and  Plant  Efficiency. — Can  the  efficiency  of  a 
plant  be  predicated  on  the  size  of  depreciation  reserves  ?  It  is 
sometimes  stated  that  a  reserve  for  depreciation  should  not 
exceed  a  given  per  cent  of  the  value  of  the  machinery,  build- 
ing and  equipment,  and  that  a  composite  reserve  for  the  plant 
as  a  whole  above  this  size  would  indicate  a  subnormal  oper- 
ating condition  and  incidentally  a  weakened  financial  structure. 

It  would  appear  that  a  confusion  exists  here  between  two 
standards  of  measure,  one  a  check  on  productivity,  the  other 
a  check  on  value.  The  two  are  not  the  same.  Serviceability 
of  plant  may  be  kept  at  or  near  par  through  a  systematic 
repair  and  unit  replacement  policy  covering  small  parts,  and 
output  can  be  kept  practically  the  same  for  an  indefinite  period 
of  time.  But  the  value  of  the  plant  as  a  whole  is  gradually 
lessening  through  the  wear  and  tear  or  the  rendering  obsolete 
of  parts  which  cannot  be  replaced  or  repaired.  If  this  irre- 
•  placable  value  is  large  compared  with  the  value  of  that  portion 
which  is  readily  substituted  with  new  units,  there  will  be  a 
general  lack  of  correlation  between  depreciation  reserves  and 
general  plant  efficiency.  The  plant  that  is  made  up  of  a  large 
number  of  units  replaced  at  fairly  regular  intervals,  requires 
a  relatively  smaller  reserve  for  depreciation  than  in  the  case 
where  the  major  portion  of  the  value  is  found  in  the 
heavy  parts  that  are  not  replaced  in  small  units,  but  scrapped 
as  a  whole  at  the  end  of  their  service  life.  A  light-duty  sawmill 
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that  can  be  replaced  in  parts,  can  be  kept  more  nearly  at  par 
in  value  through  unit  substitution,  than  can  a  hydroelectric 
plant  and  dam  that  cannot  be  completely  repaired,  but  are 
torn  down  and  scrapped  as  entire  units. 

The  absolute  amount  of  the  reserve,  then,  cannot  function 
as  a  measure  of  efficiency.  In  the  case  of  the  electric  plant, 
the  reserve  might  conceivably  run  as  high  as  75%  or  85% 
of  the  total  plant  value,  and  yet  it  might  not  register  any 
serious  loss  in  efficiency.  If,  on  the  other  hand,  the  sawmill 
which  requires  fairly  constant  repairs  to  maintain  it  at  par 
in  service,  is  found  to  carry  a  relatively  heavy  reserve  for 
depreciation,  a  condition  of  excess  depreciation  or  deferred 
repairs  and  replacement  exists.  As  each  renewal  is  made,  a 
charge  to  the  reserve  registers  a  lowering  of  the  reserve,  and 
an  improvement  in  the  plant.  Hence,  a  nominal  reserve  is 
the  expected  normal  condition.  Neglect  of  the  replacement  of 
integral  parts  causes  an  accumulation  of  reserves  but  only  in 
a  general  way  registers  a  lowering  of  the  vitality  of  the  plant. 

In  short,  then,  where  productivity  depends  upon  frequent 
renewals  and  unit  repairs,  the  reserve  tends  only  in  an  indirect 
way  to  measure  plant  efficiency.  Otherwise  as  a  quantitative 
measure,  a  depreciation  reserve  is  ineffective  for  the  purpose. 

Periodical  appraisals  of  the  plant,  coupled  with  a  check 
up  on  the  depreciation  rates  used  by  the  accounting  depart- 
ment, must  be  employed  for  verifying  depreciated  book  values. 
Comparative  reports  covering  repairs  and  plant  performance 
and  not  the  depreciation  reserves  found  in  the  financial  reports 
measure  plant  efficiency. 

Absolute   and    Theoretical    Depreciation    Reserves. In 

another  sense,  quite  independent  of  any  connection  between 
plant  serviceability  and  ledger  values,  depreciation  reserves  may 
be  confused  as  a  measure  of  recognized  completed  loss  in 
value,  i.e.,  absolute  depreciation. 

Depreciation  policies  are  often  adopted  with  the  idea  of 
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maintaining  a  constant  production  cost,  with  the  avowed  plan 
of  compensating  for  an  uneven  maintenance  expense.  Machines 
that  have  a  low  initial  repair  ^  cost  with  a  tendency  to  accelerate 
with  age,  are  thus  given  a  high  initial  depreciation  rate  and 
a  lower  rate  in  after  years  in  order  to  compensate  for  this 
unevenness  in  expenses.  If  the  plant  as  a  whole  is  running 
on  a  costing  system  of  this  or  any  type  which  does  not  match 
up  absolute  depreciation  with  rates  that  periodically  measure 

*  A  glance  at  Figure  16  will  illustrate  the  point  more  fully.  AD 
measures  the  value,  and  DB  the  number  of  years  of  service  life  of  an  asset. 
If  a  check  is  made  at  any  period  of  time  from  date  of  purchase  at  D,  until 
the  time  the  asset  is  scrapped  at  B,  there  will  be  a  lack  of  correlation  be- 
tween the  depreciated  value  measured  by  line  ACE  (representing  a  hi^h 
initial  depreciation  charge)  and  the  loss  in  value  measured  by  line  AC  E 
(representing  straight  line  depreciation).  Likewise  a  lack  of  correlation 
will  exist  if  the  loss  in  value  is  measured  by  line  ACE  (representing  a  low 
initial  rate)  contrasted  with  ACE.  The  reserve  would  be  insufficient  in  the 
second  case  and  too  great  in  the  first  case  to  care  for  the  actual  loss  in 
value. 


AD  =.  Value  of  asset. 

DB  =  Years  of  service  life. 

ACE  =  Depreciation  with  low  ini- 
tial charge. 

ACE  =  Actual  determined  or  abso- 
lute depreciation  rate. 
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AC*E  =  Depreciation  with  high  ini- 
tial charge. 


Figure  16.     Graph  Showing   Possible   Discrepancy  between  Absolute  and 

Theoretical  Depreciated  Values 

Yet  the  protection  of  the  investment  is  measured  by  the  reserve  in  either 
case,  by  the  reader  of  the  balance  sheet.  If  the  plant  be  subjected  to  idle 
time  or  any  factor  that  actually  slows  down  the  absolute  rate  of  loss  in  plant 
values,  the  discrepancy  would  be  greater  if  ^Cf  represent  the  accumulation 
of  the  reserve.  If  the  plant  be  subjected  to  overtime  operations,  through  the 
employment  of  extra  shifts  or  speeded  work;  or  if  the  labor  turnover  in- 
creases and  more  green  labor  be  employed;  or  if  any  factor  arises  that 
increases  the  absolute  rate  of  loss  in  value,  the  discrepancy  would  be  less  if 
AC'E  be  the  measure,  but  greater  if  ACE  or  ACE  be  the  measure  of  lost 
value  as  recorded  in  the  reserve."  In  all  of  the  above  cases,  errors  will  exist 
in  the  balance  sheet,  the  extent  of  which  can  be  determined  only  by  careful 
appraisals  and  a  review  of  depreciation  policies. 


actual  loss  in  value,  it  would  be  unwise  to  assume  that  the 
reserve  at  any  time  would  give  a  fair  indication  of  the  shrink- 
age in  value. 

If  the  rate  applied  in  any  case  tended  either  to  lag  behind 
or  to  run  ahead  of  the  acknowledged  depreciation  for  any 
piece  of  equipment  or  for  the  plant  as  a  whole,  a  natural  lack 
of  correlation  will  exist  between  the  depreciated  value  of  these 
assets  as  shown  by  the  ledger  and  a  corrected  value  based  on 
an  appraisal. 

Reports  that  feature  protection  of  the  investment  should 
clearly  indicate  any  discrepancy  that  exists  between  the  theo- 
retical depreciation  as  shown  in  the  reserves,  and  the  absolute 
or  completed  depreciation  as  shown  by  appraisal  or  experience, 
through  the  use  of  specially  prepared  schedules.  These  sched- 
ules should  feature  the  difference  between  the  theoretical  oper- 
ating or  cost  accounting  charge  and  the  actual  cost  of  mechan- 
ical deterioration.  The  latter  may  be  based  on  standard 
performance  of  like  equipment  under  similar  operating  con- 
ditions in  other  plants,  or  upon  the  basis  of  actuarial  com- 
putations. 

Depreciation  and  Market  Value^In  the  lay  mind  a  con- 
fusion exists  between  the  depreciation  that  strictly  speaking 
measures  loss  due  to  mechanical  factors,  and  market  "deprecia- 
tion," which  measures  shrinkage  in  value  due  to  drop  in  market 
values  occasioned  by  ( i )  fundamental  market  price  changes, 
or  (2)  resale  conditions. 

By  definition,  depreciation  measures  loss  from  neither  of 
these  sources.  In  a  going  concern  the  fluctuations  in  market 
values  of  a  plant  due  to  any  cause,  have  no  place  in  ledger 
computations.  If  a  financial  report  is  being  used  for  credit 
purposes,  a  footnote  indicating  market  changes  ordinarily  is 
deemed  sufficient. 

Losses  that  may  arise  from  theoretical  resale  or  second- 
hand values,  likewise  have  no  place  in  balance  sheet  reserves. 
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While  most  equipment,  especially  rolling  stock,  such  as  auto- 
mobiles, trucks,  etc.,  from  a  resale  standpoint,  loses  a  substan- 
tial   portion    of    value    when    first    installed    and    used,    the 
registration  of  this  loss  is  proper  only  where  the  asset  is  stock 
in  trade  and  not  a  part  of  the  plant  used  to  produce  income. 
Quite  true,  if  the  plant  is  appraised  for  sale  purposes  in  con- 
templated liquidation  or  foreclosure,  attention  must  be  paid  to 
the  market  condition  of  assets  that  will  receive  the  acid  test 
of  value  through  resale.   Creditors  desirous  of  knowing  in 
advance  the  possible  shrinkage  in  the  bankrupt's  property, 
expect  to  find  in  the  balance  sheet  and  the  property  reports,  a 
series  of  reserves  that  fully  register  the  depreciation  due  to 
(i)  wear  and  tear,  and  in  addition  the  loss  due  to  (2)  lower 
market  prices.    A  receiver's  report  is  usually  considered  incom- 
plete without  this  type  of  an  appraisal. 

However,  the  prospect  of  forced-sale  values  is  not  present 
in   the   average   going   concern,   and   properly   speaking,   the 
reserves  should  not  register  the  market  fluctuations  that  have 
no  immediate  effect  upon  either  the  operating  conditions  or  the 
permanent  plant  values.     Depreciation  reserves,  then,  are  not 
measures  of  the  loss  in  value  of  assets  due  to  market  changes. 
In  practice  depreciation  reserves  are  affected  indirectly  by 
market  fluctuations  brought  about  through  the  increase  in  the 
value  of  fixed  assets  that  have  been  appreciated  by  appraisals. 
This  is  sometimes  done  in  the  case  of  public  utilities  that 
are  petitioning  for  higher  service  rates.    Here  the  reserves  tend 
to  increase  through  the  swollen  depreciation  rates.     In  such 
cases  added  depreciation  rates  shifted  to  the  public,  amounts  to 
making  capital  charges  to  the  consumers  in  the  service  charge.* 

Depreciation  and  Future  Replacement  Costs. — The  in- 
crease in  the  cost  of  replacing  property,  due  to  a  change  in 
the  price  level,  often  brings  about  inflated  reserves.     Toward 

«This  argument  does  not  deny  the  fairness  of  allowing  higher  rates  that 
compensate  for  increased  operating  and  overhead  costs  that  have  arisen  from 
decreases  in  the  purchasing  power  of  the  dollar. 
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the  end  of  the  service  life  of  equipment  as  the  time  approaches 
for  its  ultimate  scrapping,  the  increased  cost  of  replacement 
can  be  more  readily  ascertained.  The  increased  cost  is  some- 
times erroneously  prorated  and  added  to  the  depreciation  rate, 
in  order  that  a  sufficient  fund  may  be  provided  out  of  profits 
with  which  to  purchase  the  new  and  more  costly  plant.  The 
practice  is  usually  frowned  upon  by  professional  accountants 
as  it  violates  the  generally  accepted  principle  that  allows  as  a 
depreciation  cost  only  the  prorated  annual  loss  in  the  value  of 
the  initial  outlay. 

To  charge  present  operations  with  future  added  plant  costs 
is  to  burden  the  current  period  with  a  capital  charge,  and  not 
an  operating  expense,  for  the  benefit  of  future  operations.  The 
owners  of  stock,  and  incidentally,  the  consuming  public,  are 
being  assessed  today  for  costs  that  should  be  financed  out  of 
capital.  Future  stockholders  would  tend  to  gain  by  the  prac- 
tice. The  depreciation  reserves  would  contain  in  part  an  ele- 
ment of  true  surplus. 

The  rate  of  accumulation  of  depreciation  reserves  may  be 
made  to  compensate  for  changes  in  the  market  value  of  scrap 
material  which  is  ultimately  salvaged  from  the  wrecking  of  the 
plant.  As  the  market  price  of  the  salvage  tends  to  fall  or 
rise,  the  current  depreciation  rate  is  sometimes  changed  to  meet 
these  fluctuations.  The  practice  finds  sanction  only  when  the 
fluctuations  represent  permanent  changes  in  the  value  of  the 
scrap  and  are  of  sufficient  importance  to  warrant  special 
attention. 

Depreciation  reserves'  measure  decreases  in  value  from  a 

•  The  bookkeeping  entries  for  the  charging  of  depreciation,  obsolescence 
and  supersession  costs  to  profit  and  loss,  and  the  creation  of  the  related 
valuation  reserves  are  as  follows : 

(1)  Dr.    Depreciation    (Obsolescence,  etc.) 

Cr.    Reserve  for  Depreciation    (Obsolescence,  etc.) 
Explanation  showing  the  necessary  computations,  the  de- 
partments involved,  etc. 

(2)  Dr.    Profit  and  Loss 

Cr,    Depreciation  (Obsolescence,  etc.) 
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definite  cost  figure;  changes  in  the  market  price  of  assets  and 
changes  in  anticipated  renewal  costs  have  no  place  in  the  com- 
putation of  present  reserves  and  depreciation  rates. 

Explanation  showing  closing  depreciation  charge  to  Profit 

and  Loss. 
The  various  valuation  reserves,  if  the  computation  has  been  made  cor- 
rectly, will  accumulate  to  the  value  of  the  related  asset,  less  the  expected 
scrap  value,  during  the  life  of  property  that  is  wasting  away.    At  this  point 
when  the  asset  is  replaced  by  a  new  unit,  the  following  entries  are  made: 

(3)  Dr.    Cash 

Cr.    Asset  account 
Explanation  showing  the  sale  of  the  scrap  value  of  the 
old  asset. 

(4)  Dr.    Reserve  for  Depreciation  (Obsolescence,  etc.) 

Cr.    Asset   account 
Explanation  showing  the  value  of  the  asset  charged  to  the 
reserve. 
In  case  there  is  an  overvaluation  or  an  undervaluation  of  the  asset  at 
the  time  of  replacement,  an  adjustment  is  made  with  the  surplus.     If  the 
reserve  is  too  large,  or  if  the  scrap  value  is  greater  than  originally  com- 
puted, the  following  entries  should  be  made : 

(5)  Dr.    Cash 

Cr.    Asset  account 
Explanation  showing  the  sale  of  the  scrap  value. 

(6)  Dr.    Reserve  for  Depreciation 

Cr.    Asset  account 
Explanation   showing  value  of  the   asset  charged  to  the 
reserve. 

(7)  Dr.    Reserve  for  Depreciation 

Cr.    Surplus 
Explanation  showing  computation  of  the  overvaluation  of 
the  asset  at  date  of  replacement. 

In  case  of  the  overvaluation  of  the  asset,  all  entries  are  the  same  except- 
ing the  adjustment  with  the  surplus,  in  which  case  the  following  entry  is 
made: 

(8)  Dr.    Surplus 

Cr.    Asset  Account 
Explanation   showing   the   overvaluation  of  the   asset   by 
closing  the  shortage  into  the  surplus. 
Maintenance  reserves  are  sometimes  used  in  place  of  depreciation  re- 
serves.    They  combine  two  factors,  viz.,  repairs  or  general   upkeep  and 
depreciation    (replacement  costs).     The  combined  theoretical   maintenance 
and  depreciation  cost  computed  in  advance  for  the  full  life  of  the  asset  is 
made  as  a  charge  to  profit  and  loss  and  the  credit  is  carried  to  the  Reserve 
for   Maintenance.     This   makes   a  constant   yearly  or   monthly   charge   to 
operations  for  repairs  and  depreciation.     Both  charges  are  thus  operating 
expenses  or  cost  factors. 

The  entry  for  the  maintenance  charge  is  as  follows : 

(9)  Dr.    Maintenance  costs 

Cr.     Maintenance  Reserves 
Explanation  showing  computation  of  the  prorated  yearly 
repair  and  depreciation  charges. 
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Depreciation  versus  Appreciation — Many  business  men 
in  computing  plant  values  include  the  so-called  appreciation 
brought  about  by  such  things  as  increased  real  estate  values, 
improved  organization,  the  growth  in  trade  and  goodwill,  etc. 
This  increase  in  going  concern  values,  they  argue,  offsets  the 
actual  loss  in  the  physical  value  due  to  wear  and  tear.  But 
the  question  is  raised,  Is  the  investor  and  lender  protected 
by  the  omission  of  depreciation  and  the  substitution  of  appre- 
ciation as  a  corrective?  Granted  that  greater  values  exist  in 
the  assets  pledged  under  a  deed  of  trust,  due  to  the  increase 
in  land  values,  etc.,  the  security  holder  can  realize  on  this 
increment  only  under  a  favorable  sale. 

Appreciation  normally  adds  little  if  anything  to  produc- 
tivity, and  seldom  can  be  realized  upon  in  liquidation;  yet,  if 
the  depreciation  charge  has  been  omitted  and  the  reserves 
ignored,  the  dividend  payments  possibly  may  have  been  larger 
due  to  the  greater  profits  registered  in  the  operating  surplus. 
If  the  practice  results  in  a  depletion  of  working  capital  and  a 
loss  of  liquid  replacement  funds  due  to  enlarged  dividends, 
the  omission  of  the  depreciation  charge  may  result  in  weaken- 
ing the  security  of  the  investment.  If  redemption  and  not 
refunding  is  the  plan  of  taking  care  of  the  liens  at  maturity, 
with  what  funds  can  the  debt  be  amortized?  The  appreciated 
value  is  not  appropriable  for  the  purpose,  unless  the  asset  is 
readily  salable,  which  is  not  always  the  case.  A  going  con- 
cern can  rarely  convert  real  estate  increment  into  liquid  form ; 
hence  it  might  be  said  that  appreciation  is  a  fiction  so  far  as 
current  receipts  are  concerned. 

(10)  Dr.    Profit  and  Loss 

Cr.    Maintenance  Costs 
As  the  actual  cash  repair  expenses  are  made,  they  are  charged  to  the  Main- 
tenance Reserve  as  follows: 

(11)  Dr.    Maintenance  Reserve 

Cr.     Cash  or  Accounts  Payable 
Factory  costs  are  sometimes  handled  by  a  charge  to  operations  and  a 
credit  to  a  special  reserve.    The  reserve  is  later  adjusted  when  all  the  costs 
have  been  computed  and  compared  with  the  predetermined  standard  costs. 
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The  depreciation  of  the  plant  is  a  known  cost  element,  the 
operation  of  which  persists  regardless  of  the  market  value 
of  the  plant.  The  ultimate  loss  of  the  plant  represents  a 
shrinkage  of  the  corporate  estate,  and  if  ignored  in  the  expense 
computation,  overlooks  the  patent  fact  of  current  loss  in  invest- 
ment values,  which  originally  involved  a  pecuniary  outlay. 
In  a  going  concern  depreciation  cannot  be  ignored  merely 
because  of  the  existence  of  the  unearned  increment. 

In  cases  where  appreciation  is  recorded  in  the  ledger  as  a 
result  of  a  bona  fide  appraisal,  the  increase  should  be  shown, 
not  in  the  surplus  account,  but  in  a  specially  earmarked  account 
called  "Profit  from  Appreciation  of  Property,"  or  "Apprecia- 
tion Surplus."  Where  the  increase  is  not  recorded  in  the 
ledger,  the  fact  may  be  shown  as  a  footnote  in  the  balance 
sheet,  a  conventional  practice  for  all  types  of  assets  where  the 
market  price  is  substantially  above  the  ledger  value. 

Idle  Time  Operating  Conditions  and  Depreciation  Re- 
serves— One  of  the  serious  factors  that  militates  against  the 
use  of  balance  sheet  reserves  as  absolute  measures  of  reserva- 
tions covering  shrunken  values,  is  the  idle  time  factor.  Plants 
that  are  inactive  for  any  considerable  period  of  time  due  to 
labor  troubles,  seasonal  operations,  or  protracted  business 
depressions,  if  the  depreciation  rates  are  on  a  flat  time  basis, 
will  cause  a  discrepancy  between  the  actual  depreciated  value 
and  the  ledger  value  as  shown  by  the  books  of  account  and 
the  balance  sheet. 

Since  depreciation  is  not  a  function  of  time  alone,  but  is 
conditioned  sharply  on  actual  operating  conditions,  it  is  neces- 
sary in  checking  values  to  note  the  extent  to  which  these 
operating  factors  enter  into  the  situation  of  value  fixation. 
Flat  rates  based  on  time  tend  to  undervalue  assets  in  a  depres- 
sion, and  to  overvalue  the  same  assets  in  a  period  of  pros- 
perity. The  same  is  true  where  the  plant  is  idle  for  a  por- 
tion of  the  time  for  any  other  condition,  such  as  strikes,  etc., 
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or  where  one  department  of  the  plant  is  idle  a  part  of  the 
time  due  to  a  lack  of  volume  that  keeps  a  portion  of  the  equip- 
ment inactfve.  Poor  plant  layout  or  planning  may  be  respon- 
sible for  such  a  condition. 

Rates  based  on  "operating  time"  or  "unit  output"  tend  to 
compensate  for  the  idle  time  factor.  Here  the  charge  tends 
to  parallel  the  actual  wear  and  tear.  However,  it  must  also 
be  noted  that  prolonged  inactivity  involves  a  loss  in  value 
because  equipment  deteriorates  when  not  in  use.  Special  ac- 
counting and  engineering  practice  must  be  introduced  where 
such  conditions  prevail  in  order  to  secure  the  proper  coefficient 
of  loss  in  value. 

Special    Operating    Conditions    and    Reserves Special 

operating  conditions  must  also  be  noted  by  the  accountant,  such 
as  overtime  work,  speeded  operations,  or  unusual  labor  condi- 
tions. Rates  planned  for  a  normal  eight-hour  shift,  become 
wholly  inadequate  when  two  and  three  shifts  are  involved, 
or  if  the  plant  as  a  whole  is  overspeeded  or  overloaded.  Also 
a  high  labor  turnover,  involving  the  training  of  new  labor,  and 
the  attendant  strain  on  machinery,  breakage,  etc.,  inevitably 
breaks  the  continuity  of  actual  depreciation  costs,  and  in  turn 
invalidates  the  reserves  as  true  indices  of  completed  loss  in 
value. 

Repair  Policies  and  Reserves.— Normal  rates  and  reserves 
likewise  are  based  on  the  assumption  of  a  consistent  repair 
policy  which  has  as  its  object,  the  active  renewal  of  small 
parts  of  buildings  and  equipment.  If,  through  the  necessity  of 
contmued  plant  operations  and  the  inability  of  closing  down  the 
plant  as  a  whole  in  rush  seasons,  some  critical  repairs  from  an 
operating  standpoint  are  omitted  or  delayed,  a  more  rapid 
deterioration  of  the  plant  results  than  is  registered  in  the  theo- 
retical reserve.  If  the  repairs  are  more  actively  made,  this 
discrepancy  tends  to  disappear. 

Delayed  maintenance  is  a  serious  factor  in  the  value  of  all 
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large  concerns,  especially  railroads,  and  should  be  checked 
carefully  by  the  reader  of  statements.  Moreover,  delayed 
repairs  of  importance  cause  an  overstatement  of  plant  value, 
because  ledger  value  assumes  a  normally  conditioned  plant,  and 
not  one  below  normal. 


CHAPTER  XI 

PROTECTION  OF  THE  INVESTMENT- 
REPLACEMENT  RESERVES  (Continued) 

The  Replacement  Policy  and  Depreciation  Reserves 

Many  large  industrial  concerns,  public  utilities  and  especially 
railroads,  carry  no  depreciation  reserves  as  a  matter  of  formal 
policy.  In  lieu  of  charging  ^  a  yearly  flat  cost  for  the  theo- 
retical loss  in  value  due  to  wear  and  tear,  the  asset  is  charged 
to  profit  and  loss  in  a  lump  sum  against  the  income  of  a  single 
year  in  which  the  scrapping  of  the  property  takes  place.  It 
involves  the  charging  of  all  renewal  and  also  maintenance  costs 
as  expense  items  without  the  intermediary  of  reserves,  and 
treats  the  replacement  of  all  assets  as  though  it  were  current 
expense  outlay. 

The  policy  is  adequate  in  extreme  cases  and  gives  full  pro- 
tection to  the  investment.  However,  the  number  of  cases  is 
relatively  small  where  it  is  wholly  satisfactory,  as  it  does  not 
apportion  the  cost  of  wastage  evenly  between  fiscal  periods. 
If  the  plant  consists  of  a  large  number  of  units  having  approx- 

*  The  significant  bookkeeping  entries  used  where  a  replacement  policy 
IS  employed  consist  of  the  following: 

(i)  Dr.    Asset  account 

Cr.    Cash  or  Payables 
Explanation  showing  the  type  and  value  of  the  asset  pur- 
chased when  first  installed. 
(2)  Dr.    Profit  and  Loss 

Cr.    Asset  account 
Explanation  showing  the  scrapping  of  the  asset  after  the 
sale  of  the  salvage. 

The  replacement  of  the  scrapped  asset  with  new  property  is  a  proper 
capital  charge.  No  charge  (or  credit)  to  profit  and  loss  should  be  made  for 
the  added  cost  (or  saving)  on  the  new  asset,  even  though  the  new  asset  is 
less  or  more  efficient  than  the  old  asset.  The  asset  account  should  carry 
the  cash  cost  and  not  a  lesser  or  greater  value. 
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imately  the  same  cost,  the  same  length  of  service  life,  and  if 
the  items  are  replaced  regularly  with  the  result  that  the  full 
cost  of  wastage  is  assessed  equitably  to  product,  it  gives  a 
workable  plan  for  cost-keeping  purposes  and  a  high  degree  of 
security  to  the  investment.  But  rarely  are  units  of  a  like  type, 
such  as  rails,  ties,  poles,  etc.,  replaced  with  regularity,  but 
more  often  in  large  quantities. 

Large  capital  outlay  for  the  replacement  of  costly  units 
that  wear  out  infrequently,  causes  a  financial  hardship  on  the 
finance  engineer  if  values  have  not  been  accumulated  during 
the  life  of  the  assets  to  replace  the  worn-out  units.  More 
serious  from  the  investors'  and  creditors'  standpoint,  however, 
is  the  possible  encroachment  upon  the  original  capital  fund  by 
ignoring  the  continuing  loss  that  is  going  on  irrespective  of 
the  accounting  procedure.  During  the  period  of  time  prior 
to  the  replacement  of  the  worn-out  units,  the  entire  property 
is  shrinking  in  value,  but  the  income  during  this  time  is  con- 
sidered true  profit;  the  estate  in  effect  is  being  ''melted"  down 
and  passed  out  to  stockholders  in  the  form  of  dividends. 

Composite  Value  of  Property—Moreover,  at  any  time 
subsequent  to  the  date  of  installation  the  investment  is  not 
fully  protected  because  of  the  fact  that  there  is  a  gradual 
shrinkage  in  the  value  of  the  entire  plant  prior  to  the  time 
of  the  first  series  of  replacements,  which  receives  no  compen- 
sation in  the  return  of  other  assets  to  make  good  the  initial 
shrinkage.  The  plant  has  a  ioo%  value  at  the  time  of  installa- 
tion, but  thereafter  there  is  a  continuing  loss  in  value  that  is 
checked  only  when  the  full  annual  replacements  cover  the 
completed  current  loss. 

Of  the  full  complement  of  assets  owned  at  a  given  time, 
a  small  part,  those  newly  replaced,  will  be  new,  the  balance 
will  be  in  varying  stages  of  decay,  and  their  value  will  range 
from  practically  ioo%  to  o%.  If  the  major  portion  of  the 
items  have  been  newly  replaced,  the  composite  value  will  more 
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nearly  approximate  the  original  value;  if  renewals  have  been 
delayed,  a  lesser  value  exists. 

Thus  it  may  be  seen  that  a  balance  sheet  report  drawn 
up  under  such  conditions  fails  to  give  a  true  picture  of  the 
asset  values  and  the  financial  condition.  The  surplus,  if 
there  is  any,  contains  an  element  of  valuation,  the  amount  of 
which  would  measure  the  actual  shrinkage  in  property  value. 
The  true  condition  of  such  a  business  concern  can  be  ascer- 
tained only  through  appraisals. 

While  the  presence  of  reserves  for  replacements  in  a  finan- 
cial report  generally  indicates  an  active  depreciation  policy,  it 
does  not  guarantee  absolute  protection  of  the  property;  nor 
does  it  indicate  the  absence  of  a  partial  replacement  policy,  and 
the  possible  neglect  of  depreciation  charges  covering  a  portion 
of  the  property. 

The  adoption  of  a  replacement  policy  would  naturally 
depend  upon  the  general  nature  of  the  corporate  estate  and 
involves  as  a  matter  of  policy  an  analysis  of  the  properties  into 
two  broad  classes:  (i)  value  groups,  consisting  of  items  of 
approximately  the  same  cost  and  length  of  life,  and  (2)  func- 
tional groups  consisting  of  units  performing  like  operations, 
and  subject  to  a  common  load  factor  (volume  and  intensity  of 
operations)  and  susceptible  to  a  consistent  repair  and  part 
renewals  policy. 

Assets  that  are  subject  to  approximately  identical  operating 
conditions,  that  are  of  the  same  cost  and  length  of  life,  are 
eligible  for  a  replacement  policy.  The  annual  renewal  charge 
on  such  a  large  group  of  like  items,  because  of  its  continuity, 
would  be  practically  equivalent  to  a  prorated  depreciation 
charge. 

The  Fundamental  Purpose  of  the  Depreciation  Charge. 

Any  depreciation  policy  that  guarantees  complete  satisfaction 
to  management,  to  owners,  to  short-time  creditors,  to  long- 
term  creditors,  to  profit-sharing  labor  groups,  in  fact  to  all 
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interested  parties,  must  of  necessity  combine  three  harmonious 
viewpoints,  namely:  that  of  the  appraisal  engineer,  the  cost 
accountant,  and  the  financial  engineer. 

The  primary  purpose  of  the  depreciation  and  obsolescence 
charge  from  the  appraisal  engineer's  viewpoint  is  that  of  show- 
ing correct  values  in  the  balance  sheet.  This  is  the  problem 
of  protecting  the  original  capital  fund  entrusted  to  manage- 
ment. The  discharge  of  his  stewardship  is  conditioned  on 
the  retention  in  the  business  of  revenue  producing  assets  equiv- 
alent in  value  and  productivity  to  the  wastage  of  the  fixed 
property ;  and  incidentally  in  rendering  revenue  receipts  unavail- 
able for  distribution  among  the  stockholders  in  the  form  of 
dividends. 

The  emphasis  lies  essentially  on  the  proper  exhibition  of 
facts  that  tend  to  prove  the  existence  of  the  physical  corporate 
estate  in  its  original  entirety. 

The  cost  accountant's  viewpoint  emphasizes  not  so  much 
the  fact  of  correct  appraisals  and  balance  sheet  valuation,  but 
more  of  the  computation  of  scientific  depreciation  and  obso- 
lescence charges  as  prime  factors  in  determining  correct  costs 
of  production.  This  is  the  problem  of  weighing  the  physical 
factors  of  the  plant,  that  enter  into  the  problem  of  price  con- 
trol of  the  finished  products  and  incidentally  in  the  problems  of 
credits,  which  have  to  do  essentially  with  the  collection  from 
the  consumer  of  the  prorated  costs  of  production.  The  em- 
phasis lies  in  the  correctness  of  the  charge  to  product. 

The  financial  engineer's  viewpoint  is  that  of  the  banker 
whose  task  is  the  financing  of  replacements  at  the  time  assets 
are  scrapped.  The  emphasis  is  less  on  appraisals  or  protec- 
tion of  the  corporate  estate,  or  on  theories  of  the  burden  charge 
of  depreciation ;  but  since  the  prime  interest  is  financial  rather 
than  rate  making,  the  problem  of  providing  reserves  is  sub- 
ordinated to  the  question  of  whether  the  business  can  afford 
the  charge  for  depreciation.  In  short,  where  the  finance  view- 
point is  predominant,  the  charge  is  often  varied  with  the  size 
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of  income.  It  finds  its  expression  in  the  reports  of  concerns 
that  are  closely  allied  to  the  promotional  and  stock  market 
influence  that  tends  to  feature  dividends  rather  than  security. 

The  desideratum  in  depreciation  accounting  is  to  make  a 
fair  and  equitable  maintenance  charge  to  each  unit  of  product. 
The  correct  charge  to  a  product  through  the  use  of  scientific 
depreciation  rates,  ipso  facto  makes  adequate  provision  for 
financing  renewals  and  results  automatically  in  the  safety  of 
property  investments  and  a  fair  valuation  of  assets  as  repre- 
sented in  balance  sheets.  In  any  accounting  plan  adopted, 
whether  it  be  a  depreciation  policy  or  a  replacement  policy,  due 
weight  should  be  given  to  the  continuity  of  the  dividend  policy 
and  the  credit  standing  of  the  company. 

However,  the  fact  of  depreciation  and  the  showing  of  loss 
in  values  as  revealed  in  the  reserves  should  not  be  subordinated 
to  the  showing  of  true  profits,  because  net  gains  are  deter- 
mined only  after  all  expenses,  including  depreciation,  have  been 
determined.  In  short,  depreciation  charges  should  be  made 
every  year  regardless  of  the  general  credit  condition  and  earn- 
ings of  the  firm.  Delayed  maintenance  and  depreciation  charges 
causes  deliberate  misstatements  of  balance  sheet  and  income 
reports. 

The  Protection  Afforded  by  Reserves  for  Depletion. 

Protection  of  the  investment  in  cases  where  the  assets  consist 
of  property  items  that  completely  waste  away  with  exploita- 
tion, presents  a  different  problem  to  management  than  where 
the  property  can  be  replaced  or  repaired  and  the  total  estate 
kept  at  a  par  value.  An  original  investment  in  physical  equip- 
ment such  as  rolling  stock,  buildings,  machinery,  etc.,  can  be 
safeguarded  and  maintained  as  previously  indicated,  by  the 
process  of  reinvesting  a  portion  of  gross  income  in  like  or  sim- 
ilar types  of  equipment  as  fast  as  the  old  becomes  worn-out 
or  obsolete;  or  the  reinvestment  may  take  the  form  of  dis- 
similar but  productive  properties. 
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In  cases  where  the  industry  is  not  a  continuous  one,  and 
where  the  assets  are  completely  and  irretrievably  lost  through 
exploitation,  the  only  process  of  saving  the  original  investment 
is  through  a  reinvestment  of  a  part  of  the  gross  revenue  in 
other  revenue-producing  property.  This  process  of  integration 
tends  to  keep  the  value  of  the  estate  intact,  but  not  necessarily 
in  the  same  general  line  of  business.  Protection  will  result  if 
profits  are  reserved  and  reinvested  in  amounts  equal  to  the 
loss  due  to  exploitation. 

However,  if  the  entire  income  is  paid  out  to  stocJcholders, 
let  us  say,  of  concerns  engaged  in  timber  and  logging  oper- 
ations, or  those  engaged  in  coal  and  iron  mining  and  similar 
types  of  exploitation,  and  no  reservation  of  profits  is  made 
for  renewing  the  original  values  invested  in  such  wasting 
assets,  it  follows  that  a  portion  of  the  original  investment  will 
be  annually  returned  to  the  stockholders  in  dividends  under 
such  a  policy. 

.The  holder  of  bonds  of  a  company  that  is  working  such 
properties  loses  a  portion  of  the  security  back  of  his  investment 
to  the  extent  that  the  dividend  checks  contain  a  return  of  cap- 
ital. The  usual  safeguard  in  such  cases  is  the  sinking  fund 
provision  that  compels  the  issuer  to  retire  a  portion  of  the 
debt  out  of  income  at  a  rate  that  will  give  the  holder  ample 
protection.  Preferred  stock  that  has  been  issued  against  such 
property  tends  to  lose  its  security  if  not  similarly  protected. 

The  Problem  of  Capital  and  Revenue. — A  more  serious 
problem  exists  where  stock  of  such  concerns  is  held  in  trust 
for  the  life-tenants  who  are  given  the  "net  income,"  with  the 
stipulation  that  "the  principal  be  granted  the  remainderman 
upon  the  death  of  the  life-tenant."  Just  what  is  "net  income" 
becomes  a  complicated  problem,  especially  where  the  trustee  has 
no  ready  means  of  checking  the  accounting  and  engineering 
practice  of  the  issuer. 
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If  adequate  records  are  kept  showing  the  original  cost  of 
the  property  exploited,  the  total  quantity  of  product  originally 
estimated  by  the  engineering  staff  contained  in  such  property, 
together  with  a  report  showing  the  annual  quantity  produced, 
a  figure  of  unit  depletion  cost  and  the  total  reservation  that 
should  be  made  for  a  stated  period  of  time  can  be  ascertained. 

If,  for  example,  an  original  property  containing  500  mil- 
lion board-feet  of  lumber  and  costing  $500,000  is  exploited  at 
the  rate  of  45  million  feet  per  year,  the  annual  depletion  cost 
would  be  $45,000,  or  $1.00  per  thousand  feet,  and  a  reserva- 
tion of  gross  income  to  make  good  this  loss  should  be  set  aside. 
If  the  producing  concern  does  not  make  a  reservation  of  this 
amount,  but  passes  all  income  on  to  its  stockholders,  it  would 
be  incumbent  upon  the  trustee  in  the  above  case  to  divide  the 
dividend  check  between  "net  income"  and  the  principal.  The 
portion  of  returned  capital  would  be  the  ratio  of  the  total 
annual  depletion  cost  to  the  total  income  distributed  as  divi- 
dends. For  example,  if  the  total  paid-out  income  including 
depletion,  in  the  above  case,  were  $545,000  and  the  depletion 
cost  were  $45,000,  8.25%  of  the  dividend  check  would  be 
capital.^ 

•  Special  note  should  be  made  of  the  fact  that  depletion  cost  is  an  oper- 
ating expense  chargeable  to  profit  and  loss,  and  not  a  segregation  of  surplus. 
While  the  reserve  if  properly  kept,  marks  the  accumulation  of  other  prop- 
erty which  replaces  the  wasting  assets,  and  as  such  belongs  to  the  owners, 
the  reserve  marks  the  wastage  of  the  property  and  is  a  valuation  reserve. 
The  cost  of  production  properly  includes  the  depletion  expense  and  the  price 
of  the  final  product  must  be  made  sufficiently  high  to  cover  it.  The  journal 
entries  together  with  a  proper  explanation  for  the  annual  depletion  charge 
would  be: 

(i)  Dr.    Depletion 

Cr.    Reserve  for  Depletion 
To  credit  the  Depletion  Reserve  for  the  annual  loss. 

(2)  Dr.    Profit  and  Loss 

Cr.    Depletion 
To  clear  the  depletion  expense  into  Profit  and  Loss  account. 

(3)  Dr.    Reserves  for  Depletion 

Cr.    Property  Account 
To  close  the  Property  account  into  the  Reserve  account 
marking  the  final  exhaustion  of  the  wasting  asset. 
(See  following  page  for  balance  of  footnote.) 


178 


ACCOUNTING  REPORTS  IN  MANAGEMENT      [Ch.  ii 


Protection  of  the  Investment  Afforded  by  Reserves  for 
Obsolescence.. — There  are  many  industries  which  suffer 
severe  losses  through  the  necessity  of  scrapping  portions  and 
sometimes  entire  plants  because  of  far-reaching  improvements 
in  the  arts  that  are  occasioned  by  important  new  processes, 
patents,  etc.  These  rapidly  moving  changes  are  usually  beyond 
the  control  of  management.  The  ''revolution"  in  productive 
and  distributive  technique  induced  by  such  changes  often  re- 
sults in  the  complete  destruction  of  plant  values  within  a  com- 
paratively short  time. 

No  industry  is  entirely  free  from  this  industrial  hazard^ 
especially  where  inventions  are  frequent  or  where  the  product 
is  seasonal  or  subject  to  faddism.  Examples  of  this  kind  of 
loss  are  numberless,  some  of  the  more  important  ones  being 
the  changes  in  the  production  of  synthetic  nitrate  fertilizer,  and 
the  virtual  scrapping  of  the  old  industry ;  the  electrolytic  process 
for  the  production  of  aluminum  that  caused  the  junking  of  the 
old  sodium  plants  and  the  complete  annihilation  of  the  old 
aluminum  producers;  the  Bessemer  steel  process  that  caused 
important  changes  in  the  old  steel  manufacturing  methods; 
changes  in  fashions  in  radio  receiving  and  others. 

Other  changes  in  the  arts  may  be  more  gradual  in  their 
introduction  and  may  cause  less  serious  losses  in  plant  and 
equipment  values  due  to  the  fact  that  the  improvements  are 
within  the  control  of  management.  The  introduction  of  the 
automatic  telephones  was  largely  timed  so  as  to  replace  equip- 
ment that  had  become  worn-out  through  service,  with  the  result 

Any  correction  in  the  figure  of  wastage  of  any  prior  year,  should  be 
made  through  the  surplus  account  with  this  entry: 

(4)  Dr.    Depletion   Reserve 

Cr.    Surplus 
To  decrease  the  depletion  reserve  and  increase  the  surplus 
correcting  the  former  overcharge  for  depletion.  ' 

(5)  Dr.    Surplus 

Cr.    Depletion  Reserve 
To  reduce  the  surplus  and  increase  the  depletion  reserve 
correcting  the  former  undercharge  for  depletion.  * 
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that  small  losses  were  incurred  by  the  telephone  companies  in 
replacing  the  old  equipment. 

Reserves  for  Supersession — Again,  certain  equipment 
may  be  installed  with  the  expectation  that  it  will  be  super- 
seded by  larger  and  more  productive  equipment,  to  accom- 
modate a  growing  market,  to  take  care  of  increased  traffic,  or 
for  other  reasons  that  call  for  an  enlargement  of  the  plant. 
It  is  often  cheaper  to  carry  a  light  duty  plant  that  involves 
an  annual  supersession  cost,  for  the  sake  of  future  expansion 
in  the  scope  of  operations. 

The  fact  that  obsolescence^  is  a  possibility,  subjects  an 
investment  to  a  potential  loss  that  must  be  taken  into  account 
by  the  accounting  department.  This  is  done  by  reserving  profits 
out  of  surplus  to  make  up  the  loss,  the  rate  of  which  is  based 
on  qualified  expert  opinion.  A  conservative  program  calls  for 
both  depreciation  reserves  and  also  reserves  for  obsolescence 
and  supersession.  The  adequacy  of  existing  reserves  in  the 
balance  sheet  is  a  question  of  the  law  of  probability  as  it 
affects  changes  in  certain  types  of  industrial  processes. 

Obsolescence  of  City  OfHce  Buildings The  report  of  the 

Taxation  Committee  of  the  National  Association  of  Building 
Owners  and  Managers,  covering  155  office  buildings  of  Class 
A  construction  in  40  cities  in  the  United  States,  disclosed  the 
fact  that  for  the  first  28  years  of  life,  the  gross  income  was 
practically  constant,  with  expenses  on  the  increase.  After  this 
period  both  gross  income  and  expenses  declined,  with  the 
buildings  fast  becoming  second-class  structures.  The  increased 
cost  for  replacements  soon  placed  the  buildings  in  the  non- 


lescence  are  m  the  nature  of  contingency  reserves,  because  they  antfcioated 
the  unknown.  It  is  not  proper  to  make  charges  against  incom^for  rese?tes 
unless  the  ultimate  disposition  of  the  reserve  is  reasonably  ceriain  "     ''^^'^'^^^ 
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income-producing  class,  which  tended  to  render  the  invest- 
ment in  buildings  valueless. 

A  series  of  causes  resulting  in  the  obsolescence  of  such  build- 
ings are:  (i)  increased  land  values  in  the  business  district, 
(2)  shifting  of  business  center,  (3)  changing  types  of  con- 
struction, and  (4)  minor  causes.  The  normal  growth  of  a 
business  district  results  in  much  higher  land  valuations.  The 
above  study  of  155  buildings  showed  that  within  50  years 
the  value  of  the  land  had  become  six  times  that  of  the  original 
buildings  themselves.  Consequently,  increased  returns  were 
necessary  to  give  a  profitable  return  on  the  increased  values. 
This  factor  alone  readily  tends  to  make  a  building  obsolete. 

Representative  cases  show  that  a  building  may  become  obso- 
lete due  to  the  shifting  of  building  centers  in  15  to  39  years, 
a  considerable  period  before  its  physical  life  has  expired.  The 
type  of  construction  is  continually  changing  with  improved 
methods  of  construction.  In  fact  in  the  near  future  we  can 
look  for  this  factor  to  be  of  even  greater  importance.  An 
example  was  cited  of  a  building  in  Seattle  which  was  built  in 
191 6,  and  in  1923  the  owners  were  seriously  considering  demol- 
ishing it.  Minor  factors  causing  obsolescence  are :  the  fact  of 
the  oldness  of  a  building,  etc.,  location,  size,  and  service  fea- 
tures, the  type  of  equipment  such  as  electrical  fixtures,  plumb- 
ing, etc.,  in  new  buildings — conditions  that  caused  tenants  to 
move  to  the  newer  locations.* 

Reserves  for  Expiration  of  Legal  Life  and  Intangibles. 

There  are  many  assets  carried  by  modern  industrial  and  com- 
mercial concerns  that  derive  their  entire  value  from  certain 
legal  sanctions  granted  by  the  state,  which  guarantee  priv- 
ileges and  immunities  to  the  grantee.  Such  rights  may  give 
a  monopoly  of  the  use  of  properties  or  processes  and  are  based 
on  a  definite  tenure  of  time.     Patent  rights,  copyrights,  trade- 

«  iV^*  ^'  ^^^^"tyre,  Thesis— An  Investigation  of  the  Depreciation  of  Office 
Buildings.    Graduate  School  University  of  Washington  (1924). 
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marks,  franchise  rights,  limited  rights-of-way,  riparian  rights, 
water  rights,  terminable  leaseholds,  are  cases  of  property  rights 
based  largely,  if  not  entirely,  on  the  fact  that  certain  future 
monopoly  advantages  inhere  in  their  ownership. 

At  the  expiration  of  these  rights,  and  in  many  cases  prior 
thereto,  not  only  the  invested  values,  but  also  the  earning  power 
and  sometimes  protection  of  the  industry,  cease  to  exist.  It 
is  the  passage  of  time  that  causes  this  decrease  in  value,  and 
unless  there  are  compensating  factors  to  offset  this  loss,  the 
prorated  loss  should  be  set  aside  in  special  reserves  and  the 
cost  charged  to  profit  and  loss. 

All  other  property  items  whose  value  is  coterminous  with 
the  legal  tenure  of  these  intangibles,  likewise  should  be  amor- 
tized ratably  and  charged  off  to  profit  and  loss  as  a  cost  of 
operation.  Buildings  or  fixtures  that  are  erected  on  leased 
ground  and  that  revert  to  the  landowner ;  plant  and  equipment 
constructed  on  riparian  rights  and  limited  rights-of-way  lost 
by  the  lessee  to  the  landowner  or  to  the  state,  likewise  should 
be  charged  off  as  losses,  on  the  basis  of  elapsed  time. 

Specific  reserves  covering  losses  of  this  type  should  be 
found  in  all  balance  sheet  reports  that  show  ownership  in  prop- 
erty rights  of  a  strictly  legal  nature.  To  pay  out  profits  with- 
out first  reserving  a  sufficient  amount  to  replace  the  lost  values, 
amounts  to  a  repayment  of  capital  to  stockholders  to  the 
detriment  of  all  creditors.  Some  possible  right  to  suspend 
such  a  charge  may  be  found  in  cases  where  the  asset  having 
a  legal  life  has  been  purchased  for  corporation  stock  and  not 
for  cash,  in  promotion  cases. 

Amortization  of  Intangibles  Favors  Promoter.— The 
practice  of  charging  off  "legal  tenure"  assets  and  other  intan- 
gible assets,  either  to  profit  and  loss  as  an  operating  expense, 
or  to  surplus  as  a  capital  loss,  in  effect  amounts  to  the  "sale" 
of  the  intangible  asset  to  the  other  stockholders  who  are  vir- 
tually cut  off  from  dividends  during  the  time  the  charge  to 
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profit  and  loss  is  being  made  as  an  expense.  Current  income 
is  reinvested  in  the  corporate  property  and  finally  takes  the 
form  of  miscellaneous  tangible  assets.  The  intangible,  through 
the  periodic  amortization  charge,  will  disappear,  and  in  its 
place  will  come  bona  fide  property.  The  "sale"  will  require 
some  time  for  its  ultimate  consummation.  The  full  realization 
of  the  transaction  is  found  at  the  time  of  the  dissolution  of  the 
company  when  the  corporate  property  is  sold. 

All  readers  of  financial  reports  should  be  on  guard  so  as  to 
ascertain,  first,  the  real  value  of  these  assets,  and  second,  the 
policy  of  the  accounting  department  regarding  their  amortiza- 
tion. If  real  value  exists  in  the  intangibles  and  consideration 
has  been  paid  for  them,  the  only  thoroughgoing  policy  is  pro- 
tection through  amortization  and  the  creation  of  reserves. 
Before  the  stock  sold  for  cash  can  have  a  book  value  equal  to 
or  above  par,  profits  equal  to  or  more  than  the  value  of  the 
intangible  must  be  accumulated.  If  the  firm  is  dissolved  before 
such  an  amount  of  profit  has  been  accumulated,  the  holder  of 
"cash"  stock  must  divide  the  tangible  assets  with  the  holder 
of  the  stock  issued  for  the  intangible.  In  short,  the  promoter 
can  withdraw  cash  paid  in  by  the  other  stockholders. °  The  same 

*  The  following  accounts  will  illustrate  the  case : 

Balance  Sheet  at  Date  of  Acqcisition  of  Fkanchisc 


Franchise , $300,  ooo 

Miscellaneous  Property 200, 000 

$400,  OCX) 


Stock $300,000 

Bonds 100,000 


$400,000 


Balance  Sheet  Afte«  Accumulation  of  Resebve  for  Expiration  of  Legal  Life  Franchise 


Franchise $300,000 

Miscellaneous  Property 300!  000 

Current  Assets 300,000 


1*^ $300,000 

gon^s roo,ooo 

Reserves  for  Franchise soo.ooo 


$600,000 


$600,000 


Balance  Sheet  After  Charging  off  Reserve  for  Expiration  of  Legal  Life 


Miscellaneous  Property $300,000 

Current  Assets 300, 000 

$400,000 


Stock. 
Bonds. 


$300,000 
100,000 

$400,000 


The  capital  stock  in  the  latter  illustration  has  tangible  property  back  of 
it  that  makes  its  book  value  equal  par.    The  reinvestment  of  the  $200,000 
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situation  is  true  regarding  the  writing  off  of  goodwill,  organi- 
zation expense,  discount  on  stock,  or  any  other  intangible  asset 
possessed  by  a  company  and  charged  to  profit  and  loss  or  to 
surplus. 

Protection  of  Investment  Afforded  in  Reserves  for  Po- 
tential Inventory  Losses — Reserves  for  possible  losses  in  in- 
ventory values  covering  raw  materials,  finished  goods, 
securities,  etc.,  indicate  that  management  is  alive  to  the  fact 
of  possible  shrinkage  due  to  sudden  drops  in  market  prices  of 
goods  held,  and  has  provided  for  such  losses  by  a  charge  to 
operations  or  to  surplus.^  A  corrective  is  thus  introduced  into 
the  balance  sheet  figures  acknowledging  in  advance  any  antic- 
ipated losses  that  affect  the  current  period's  profits  when  the 
goods  are  made  or  purchased. 

Like  all  other  similar  reserves,  it  checks  the  drain  of  work- 
ing capital  in  so  far  as  accounts  are  used  by  management  in 
initiating  control  programs.  A  smaller  surplus  generally  would 
lead  to  the  payment  of  smaller  dividends.     For  balance  sheet 

in  earnings  withheld  from  stockholders  has  been  necessary  to  accomplish  this. 
The  current  assets  take  the  place  of  the  former  franchise  account,  and  are 
shared  by  all  stockholders  alike  upon  dissolution. 

"Reserves  for  inventory  losses  are  created  by  a  charge  to  operations 
or  by  a  charge  to  surplus  and  a  credit  to  the  reserve,  thus : 
(i)  Dr.    Profit  and  Loss  or  Surplus 

Cr.    Reserve  for  Inventory  Losses 
Explanation  showing  computation  of  the  potential   inven- 
tory loss. 

The  reserve  valuates  merchandise  inventory,  securities,  foreign  ex- 
change, or  other  current  assets,  and  appears  in  the  balance  sheet  as  an  offset 
to  these  items,  or  acts  as  a  contingency  reserve. 

During  the  fiscal  year  following  their  setting  up,  the  reserves  are  either 
held  as  reserves  or  credited  to  the  asset  involved.  The  effect  of  the  profit 
and  loss  or  surplus  charge  is  properly  to  assess  the  loss  to  the  period  in 
which  the  loss  was  ascertained. 

The  bookkeeping  entry  for  closing  the  reserve  is  as  follows: 
(2)  Dr.    Reserve  for  Inventory  Losses 
Cr.    Merchandise,  etc. 

In  many  accounting  systems  the  reserve  is  not  closed  but  is  kept  open. 
Adjustments  are  made  for  the  difference  in  the  values  of  the  inventories  for 
two  years  by  a  debit  or  credit  to  surplus  or  profit  and  loss.  This  plan  is  not 
as  satisfactory  as  the  practice  of  closing  the  reserve,  as  it  does  not  keep 
each  year's  entire  loss  separate. 
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purposes  the  reserve  for  inventory  losses  indicates  a  reduction 
in  value  of  inventories  below  cost  or  market  price.  The  reserve 
serves  its  greatest  purpose  in  periods  of  business  prosperity 
when  prices  are  high  and  declines  most  imminent.  It  is  then 
that  earnings  are  often  greatest,  and  special  reserves  can  be 
made  without  serious  inroads  on  surplus  profits. 

Immediately  after  the  war  the  heavy  losses  in  such  com- 
modities as  rubber,  sugar,  wool,  steel,  etc.,  in  part,  could  have 
been  better  absorbed  if  more  profits  had  been  kept  in  business 
instead  of  being  paid  out  in  dividends.  Cash  would  have  been 
provided  for  replacing  the  serious  inventory  shrinkage. 

Where  the  concern  carries  a  sizable  inventory  of  securities 
either  for  investment  or  for  secondary  reserve  purposes,  or  any 
considerable  amount  of  foreign  exchange,  reserves  for  these 
items  indicate  conservatism  in  the  valuation  of  these  assets,  in 
the  showing  of  true  surplus,  and  in  conserving  resources 
through  a  more  moderate  dividend  policy. 

Protection  in  Insurance  Reserves An  added  list  of  po- 
tential losses  to  which  all  business  concerns  are  subject  and 
upon  which  management  should  report  in  detail  to  stockholders 
and  other  interested  parties  as  a  part  of  the  discharge  of  their 
stewardship,  is  the  series  of  physical  and  personnel  hazards  that 
have  in  part  been  reduced  to  an  actuarial  basis,  and  upon 
which  insurance  policies  can  be  taken  out.  The  possible  losses 
from  fires,  boiler  explosions,  wrecks,  etc.,  in  large  part  can 
be  insured  through  the  payment  of  premiums  or  by  the  carry- 
ing of  company  insurance. 

Many  industrials,  public  utilities,  and  quasi-public  utilities 
do  not  insure  their  property  because  the  cost  of  premiums  over 
a  period  of  years  amounts  to  more  than  the  actual  losses  of 
property.  Where  no  insurance  is  purchased,  reserves  of  profits 
are  made  annually  on  a  strictly  actuarial  basis.  The  charge  is 
made  to  operations  for  this  expense  on  the  ground  that  the 
usual  insurance  cost  is  considered  as  an  operating  expense 
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and  not  an  appropriation  of  surplus.  Management  usually  is 
not  charged  with  setting  aside  a  specific  fund  to  cover  replace- 
ments from  these  types  of  losses.  If  a  full  reserve  of  profits 
has  been  made,  the  protection  is  deemed  sufficient. 

The  raising  of  money  with  which  to  refinance  the  destroyed 
property  is  not  unlike  the  problem  of  financing  any  replace- 
ment. The  adequacy  of  such  reserves  to  cover  all  potential 
losses  normally  is  not  subject  to  check  by  the  layman,  but  is 
based  purely  on  statistics  of  a  highly  involved  order  supplied 
by  the  statistical  department.  The  report  covering  insurance 
may  be  supplied  by  this  department,  but  more  often  is  furnished 
by  appraisal  experts  or  insurance  underwriters,  and  covers: 
(i)  lists  of  all  property  subject  to  loss;  (2)  the  uninsured  and 
uninsurable  (exclusions)  assets;  (3)  the  type  and  amount  of 
insurance  carried;  and  (4)  provision  for  company  insurance 
in  the  insurance  reserves.  Since  the  surplus  account  broadly 
may  be  considered  a  contingency  reserve  in  many  concerns,  the 
adequacy  of  the  provision  for  company  insurance  may  be 
found  in  the  size  of  the  surplus. 

Personnel  Hazards — The  "personnel"  hazards,  or  those 
that  arise  from  the  purely  personal  element  in  the  business, 
cover  a  broad  list  of  possible  losses,  as  that  occasioned  by  theft, 
embezzlements,  defalcations,  incendiarism,  sabotage,  and  anti- 
social acts  in  general.  Institutions  whose  properties  are  easily 
subject  to  the  depredations  of  the  morally  delinquent,  should 
require  a  greater  protection  than  otherwise.  Such  insurance 
generally  is  covered  by  the  purchase  of  insurance  policies. 
Seldom  are  special  reserves  set  aside  for  losses  of  this  type. 

Labor  troubles  are  hazards,  the  costs  of  which  are  very 
infrequently  covered  by  any  type  of  special  insurance.  Sur- 
plus earnings  kept  in  the  business  may  be  said  to  cover  all 
ordinary  losses  caused  by  protracted  labor  disturbances,  which 
vary  with  the  type  of  business.  There  is  no  question  that 
strikes,  lockouts,  etc.,  have  resulted  in  serious  inroads  on  earn- 
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ings,  and  even  caused  business  failures.  The  important  ques- 
tion is  whether  management  has  taken  full  cognizance  of  the 
hazard  and  has  provided  the  firm  with  staying  power  in  the 
form  of  surplus  profits  that  might  be  drawn  upon  as  occa- 
sion demanded. 

A  final  type  of  personnel  hazard  is  the  loss  brought  about 
through  the  possible  demise  of  certain  staflF  members  and 
owners  whose  strategic  position  so  dominates  a  business  con- 
cern that  their  deaths  would  seriously  impair  its  success.  Life 
insurance  is  frequently  taken  on  such  men  and  made  payable 
to  the  firm.  Often  such  premiums  are  featured  in  financial 
reports  among  the  tangible  property  items,  at  cash  surrender 
values. 

Protection  of  the  Investment  Afforded  by  Secret  Re- 
serves.— Secret  reserves  are  hidden  profits  not  disclosed  in  the 
accounting  records  or  reports,  and  if  present  in  any  consider- 
able amount,  give  an  added  security  and  protection  in  the  same 
way  and  to  the  same  extent  as  ordinary  profits  which  are  for- 
mally registered  in  the  surplus  account. 

Secret  reserves  have  their  substance  in  (i)  actual  prop- 
erty values  that  are  not  inventoried,  or  held  below  book  values ; 
or  (2)  in  the  false  creation  of  liabilities  that  do  not  exist 
but  have  been  brought  into  the  records  to  cover  true  profits. 

The  records  may  be  falsified  as  a  formal  policy  aimed 
at  the  misstatement  of  records;  for  the  manipulation  of  bal- 
ance sheet  reports,  for  the  purpose  of  freezing  out  minority 
stockholders  by  a  reduced  profit-showing ;  or  it  may  be  dona  for 
the  sake  of  the  protection  of  the  investment,  or  possibly  through 
ignorance  of  standard  accounting  practice. 

Manner  of  Creating  Secret  Reserves. — The  hiding  of  as- 
sets may  be  accomplished  in  the  accounting  records  in  the  fol- 
lowing ways:  (i)  charging  oflF  property  to  profit  and  loss 
(buildings,  furniture,  and  fixtures  carried  at  a  nominal  figure 
of  one  dollar,  usually  indicate  secret  reserves)  ;    (2)   over- 
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charging  for  depreciation  which  enlarges  unduly  the  reserves 
for  depreciation,  and  thus  reduces  the  asset  values;  (3)  over- 
charging for  bad  debts,  which  reduce  unduly  the  value  of  cus- 
tomer accounts;  (4)  carrying  final  inventories  at  excessively 
reduced  prices;  (5)  crediting  income  to  an  asset  account  which 
reduces  the  property  values  instead  of  increasing  the  profit 
statement;  (6)  carrying  expense  supplies  and  miscellaneous 
inventories,  at  excessively  low  prices;  (7)  creating  a  fictitious 
debt  by  charging  it  to  an  operating  account  and  carrying  the 
item  as  a  bona  fide  credit  (liability)  that  reduces  the  profit 
showing  in  the  same  way  as  in  the  case  of  the  reduction  of 
an  asset  charged  to  profit  and  loss. 

It  is  argued  that  all  secret  reserve  practices  are  contrary 
to  sound  accounting,  that  they  lead  to  misrepresentation  of 
facts  and  that  they  serve  no  useful  purpose  which  a  true  show- 
ing of  facts  in  the  reports  cannot  give. 

The  existence  of  secret  reserves,  while  usually  frowned 
upon  by  accountants  because  of  the  misstatements  of  the 
records,  finds  justification  on  the  part  of  some  business  men 
in  the  fact  that  they  aid  in  maintaining  the  credit  standing  of 
a  firm.  If  a  sudden  large  operating  deficit  is  sustained,  the 
secret  reserve  can  be  brought  into  existence  in  the  reports, 
and  made  to  absorb  the  loss.  This  practice  frees  the  current 
operating  report  from  the  loss,  enables  the  firm  to  continue  its 
surplus  position  unimpaired,  and  thus  tends  to  maintain  security 
values  in  the  open  market.  Stocks  and  bonds  react  sympa- 
thetically with  changes  in  the  operating  fortunes  of  the  issuing 
concerns,  and  any  factor,  it  is  argued,  that  tends  to  stabilize 
profits  protects  security  values  for  owners. 

Classification  of  Reserves. — Throughout  the  discussion  of 
the  protection  of  the  investment  afforded  in  various  types  of 
reserves,  it  will  be  noted  that  no  clear  line  of  demarcation  was 
drawn  between  the  types  of  reserves.  All  reserves  protect  the 
corporate  estate;  some  function  differently  than  others. 
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Valuation  reserves  (those  that  show  shrinkage  in  prop- 
erty values)  guarantee  the  holder  of  corporate  stocks  or  mort- 
gage securities,  that  the  estate  is  being  kept  intact  by  the  filling 
in  of  property  (in  the  first  place  of  cash)  at  a  rate  com- 
mensurate with  the  gradual  loss  in  value  of  the  major  prop- 
erty items  due  to  wear  and  tear,  the  passage  of  time,  etc.  If 
the  accounting  records  have  been  kept  correctly,  the  valuation 
reserves  measure  the  upbuilding  of  these  new  values,  and  keep 
the  profit  showing  at  its  correct  level,  thereby  shutting  oflF  the 
overpayment  of  dividends  and  the  draining  out  of  working 
capital,  the  very  substance  of  the  corporate  investment.  To 
the  credit  department,  valuation  reserves  give  a  corrected  value 
of  assets  owned  by  debtors. 

The  second  broad  type  of  reserves,  namely,  the  proprietor- 
ship or  "owners*  "  reserves,  is  the  mark  of  the  true  addition 
of  values  over  and  above  the  original  values  invested  and 
replaced  in  the  estate.  The  existence  of  proprietorship  reserves, 
per  se,  registers  the  fact  of  the  conservation  of  property  plus 
the  addition  of  new  values  either  in  the  form  of  new  property 
or  the  reduction  of  liabilities. 


CHAPTER  XII 
CONTROL  OVER  CREDITS  AND  COLLECTIONS 


Analysis  of  Accounts  and  Notes  Receivables. — From  the 
management  viewpoint  the  question  of  control  over  receivables 
resolves  itself  into  two  problems:  (i)  the  control  over  credit 
extension  and  collection  policies;  and  (2)  the  proper  showing 
of  notes  and  accounts  receivable  in  a  statement  of  financial 
condition,  as  represented  by  the  balance  sheet.  The  problem 
of  the  extension  of  credit  to  customers,  involving  as  it  does 
the  risk  of  collection  from  a  varied  group  of  business  con- 
cerns, is  a  highly  specialized  and  technical  work,  and  requires 
the  services  of  an  expert  who  should  be  placed  in  full  charge 
and  held  responsible  for  the  operation  of  the  credit  department.  ^ 

Credit  Department  Standards. — A  few  factors  which  have 
proven  successful,  over  a  wide  field,  in  conducting  a  credit 
department  are  here  given  as  a  starting  point  in  the  matter  of 
control. 

1.  It  is  necessary  to  take  the  extension  of  credit  from  the 
hands  of  the  salespeople  who  make  sales  to  credit  customers. 
Salesmen  are  usually  desirous  of  making  sales,  and  in  many 
instances  are  unacquainted  with  the  problems  of  business  man- 
agement of  clients,  hence  unable  to  rate  the  most  important 
factor  in  judging  ability  to  pay.  By  placing  the  credit  depart- 
ment in  the  hands  of  an  expert  who  is  conversant  with  the 
fundamental  business  problems  of  customers,  and  who  is  in 
an  independent  position  and  uninfluenced  by  the  desire  of 
making  sales,  there  is  less  likelihood  that  credit  will  be  extended 
to  those  unable  to  meet  their  debts  at  maturity. 

2.  Credit  statistics  of  a  broad,  comprehensive  nature  should 
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be  collected  concerning  the  financial  status  of  customers,  more 
particularly  with  respect  to  the  relative  size  of  the  owner's 
investment  as  compared  with  the  total  debts,  the  convertibility 
of  assets,  and  their  liquidation  values  at  a  forced  sale;  the 
technical  ability,  experience,  former  success,  and  moral  respon- 
sibility of  owners,  together  with  a  history  of  their  previous 
buying  methods ;  also  their  method  of  paying  bills,  advertising 
policies,  business  location,  and  other  data  that  bear  upon  the 
question  of  the  ability  and  willingness  of  customers  to  pay. 
In  some  cases  these  statistics  can  be  profitably  extended  to 
include  data  on  the  basic  industrial  and  commercial  character- 
istics of  the  trade  territory  served,  also  its  population  types  and 
their  approximate  purchasing  power,  in  order  to  determine  the 
economic  and  business  conditions  that  contribute  to  the  eco- 
nomic welfare  of  customers. 

3.  Supplemental  credit  information  may  be  secured  from 
mercantile  agencies,  from  local  bankers  and  attorneys,  and 
also  by  the  exchange  of  ledger  information  with  other  con- 
cerns serving  the  same  customers. 

4.  The  length  of  the  credit  terms  should  be  kept  as  short 
as  is  consistent  with  good  merchandising.  The  usual  credit 
period  has  a  direct  connection  with  losses  from  bad  accounts. 
A  business  with  enforced  collections  at  the  end  of  30  days 
will  have  fewer  losses  from  bad  debts  than  if  the  terms  are 
extended  to  60  days  or  longer. 

5.  Collections  may  be  made  more  brisk  through  the  judi- 
cious use  of  sales  discounts  allowed  customers,  handled  by  the 
sales  department  or  the  collection  department.  Variations  in 
the  rates  may  be  used  for  the  purpose  of  changing  the  sales 
price  to  meet  competition.  This  practice  must  not  be  confused 
with  the  allowance  for  prompt  settlement  of  accounts.  The 
drawing  of  sight  or  time  drafts  on  customers  for  the  amount 
of  sales  above  a  certain  minimum  figure,  aids  in  speeding  pay- 
ments on  a  portion  of  sales  that  might  otherwise  be  granted 
credit. 
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Cost  of  Carrying  Receivables — Goods  sold  to  customers 
involve  the  creation  of  a  contract  obligation  for  the  full  price 
of  the  sale.  When  analyzed  into  its  elements,  a  sale  covers  the 
original  cost  of  the  goods  purchased  or  manufactured  for  sale, 
plus  any  carrying  costs  allottable  to  the  goods  sold,  and  in 
addition  an  amount  sufficient  to  cover  a  profit.  The  most 
serious  loss  involved  in  the  non-collection  of  accounts  receiv- 
able is  the  cost  of  the  goods  and  the  prorated  selling,  admin- 
istrative, and  financial  expenses.  The  obligation  of  the  seller 
for  the  original  cost  of  the  goods  must  be  met  and  the  pay- 
ments for  clerk  hire,  rents,  etc.,  must  be  made  whether  cus- 
tomers cooperate  in  paying  their  financial  obligations  or  not. 

The  cost  of  carrying  customer  accounts  is  no  different 
from  the  carrying  of  any  other  property  owned  by  the  busi- 
ness. There  is  no  essential  difference  between  the  investment 
in  building  and  the  investment  in  receivables,  so  far  as  the 
cost  of  carrying  them  is  concerned. 

An  obligation  for  interest  or  dividends  is  involved  in  both 
cases.  If  the  amount  of  receivables  is  greater  in  one  period 
than  in  another,  an  added  expense  for  interest  is  incurred  for 
carrying  the  increased  accounts,  as  more  money  must  be  bor- 
rowed in  order  to  carry  them  or  to  pay  the  creditors  who  are 
paid  for  the  cost  of  goods  sold.  If  the  added  receivables  rep- 
resent slow  collections  and  not  an  extension  of  new  credit,  it 
involves  an  added  cost  which  the  firm  must  stand  for  its 
inefficiency.  It  means  that  a  portion  of  the  current  liquid  assets 
is  becoming  less  liquid,  and  the  credit  with  the  bank  or  gen- 
eral creditors  is  becoming  strained,  due  to  the  fact  of  slow  col- 
lections, since  for  every  dollar  added  to  the  slow  collections 
amount,  a  dollar  must  be  borrowed. 

Moreover,  the  longer  an  individual  account  remains  out- 
standing, the  smaller  will  be  the  net  profit  made  on  the  sale 
to  the  customer.  If,  for  example,  the  net  profit  on  sales 
amounts  to  5%,  or  $5  on  a  sale  of  $100,  and  the  credit  term 
taken  by  the  customer  is  extended  through  poor  collections  to 
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four  months,  the  cost  of  carrying  this  sale  on  borrowed  funds 
at  6%  would  be  $2,  thus  leaving  but  $3  as  profit,  a  net  reduc- 
tion of  40%  in  the  net  profit.  Not  only  is  the  profit  lost  but 
the  credit  of  the  firm  is  strained  unnecessarily  due  to  the 
necessity  of  asking  for  credit. 

The  profit  can  never  increase,  as  it  is  at  the  maximum,  but 
for  every  day  the  account  is  outstanding  an  added  expense  is 
incurred  for  the  interest  on  the  cost  of  the  goods  sold,  also 
on  the  overhead  expenses  paid  to  carry  on  the  business  and 
charged  to  the  customer.  The  only  portion  of  the  sale  not 
carried  as  an  additional  element  is  the  net  profit  of  5%,  or 
approximately  10  cents  for  the  four  months. 

However,  the  cost  of  bad  debts  per  dollar  of  sales  tends  to 
cover  this  latter  item,  so  it  may  be  said  that  the  added  cost  of 
carrying  receivables,  covers  the  full  amount  of  the  account 
and  for  the  full  time  it  remains  uncollected.  Hence  the  need 
for  speeding  up  collections  and  increasing  the  turnover  of 
accounts  receivable  is  of  paramount  importance  for  refinancing 
new  sales  and  saving  added  carrying  costs. 

Technique  for  Controlling  Collections The  most  effi- 
cient system  of  control  over  the  collection  department  is  to  be 
found  in  the  credit  department  records  of  delinquent  customers' 
accounts  and  bad  debts.  It  is  customary  in  many  large  con- 
cerns to  have  a  roster  of  slow-pay  customers  that  are  trans- 
ferred from  the  accounts  receivable  ledger  to  a  "doubtful 
account"  ledger.  Upon  this  list  the  follow-up  letter  and  col- 
lection work  is  concentrated.  The  measure  of  efficiency  of  a 
collection  policy,  or  of  the  work  of  one  manager  compared 
with  another,  or  one  year  with  another,  may  be  determined 
by  the  ratio  of  the  amount  of  credit  rejected  to  the  total  sales 
turned  over  to  the  credit  department,  coupled  with  the  amount 
of  accounts  which  are  ultimately  lost.  Possible  sales  of 
$194,444  per  year,  with  a  credit  elimination  of  10%,  gives  net 
sales  passed  for  credit  of  $175,000.     Here  the  credit  depart- 
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ment  has  the  opportunity  of  controlling  the  bad  debts  before 
they  have  occurred.  It  is  generally  considered  safer  to  refuse 
a  doubtful  account  and  save  the  cost  of  the  merchandise  and 
collection  expenses  than  to  allow  the  sale  to  be  made  with  the 
hope  of  recovering  these  costs. 

Natural  conservatism  on  the  part  of  the  credit  manager 
keeps  the  figure  of  credit  rejections  high,  a  fact  which  tends 
to  cause  a  loss  of  sales.  To  insure  the  harmonious  working  of 
the  sales  and  the  credit  departments,  figures  may  be  intro- 
duced to  show  the  relation  of  credit  refusals  to  the  savings 
of  bad  debts.  The  smaller  the  amount  of  refusals,  the  greater 
would  be  the  ultimate  loss  from  collections ;  and  vice  versa,  the 
larger  the  amount  of  refusals,  the  less  should  be  the  loss. 

The  point  of  maximum  yield  from  credit  extensions  would 
be  the  point  where  bad  debt  losses  tend  to  equal  the  loss  of 
profit  from  the  extra  sales  made  to  marginal  ^  customers  that 
are  passed  for  credit.  Credit  refusals  to  this  type  of  customer 
involve  a  possible  loss  of  profit  on  the  rejected  sales,  which 
becomes  an  opportunity  cost.  However,  the  passing  of  these 
border-line  sales  involves  a  possible  loss  from  poor  collections. 

To  insure  a  rigid  collection  policy  and  also  to  give  an 
immediate  check  on  the  efficiency  of  the  collection  policy,  all 
accounts  over  90  or  120  days,  according  to  a  prearranged 
plan,  should  be  charged  oflF  to  profit  and  loss  as  uncollectible. 
This  does  not  mean  that  the  accounts  are  forgotten  or  that 
no  further  attempt  will  be  made  to  collect  them.  On  the  basis 
of  a  percentage  of  sales  rejections  and  a  policy  of  charging  off 
all  accounts  over  90  days,  a  comparison  is  given  to  manage- 
ment of  the  ratio  of  rejections  to  ultimate  losses.  On  the  basis 
of  the  credit  manager's  own  selection  of  good  and  bad  accounts 
an  immediate  report  is  made. 

External  Checks  Over  Receivables Two  methods  are 

available  for  checking  the  efficiency  of  a  collections  policy, 

*A  border-line  customer  from  the  credit  point  of  view. 
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where  the  data  of  the  percentage  of  sales  refusals  to  bad  debts 
cannot  be  secured.  These  are  useful  in  determining  standard 
performance  of  clients  to  whom  credit  has  in  turn  been 
extended,  or  of  concerns  which  are  otherwise  under  exam- 
ination. They  are:  (i)  the  turnover  method,  (2)  average 
days'  sales  outstanding  method.  These  might  be  termed 
"external"  measures,  as  contrasted  with  internal  measures. 

The  Turnover  Method. — The  term  "turnover"  implies  the 
number  of  times  per  period  a  certain  value  enters  into  and  is 
taken  out  of  a  given  total.  When  applied  to  customers'  accounts 
it  means  the  number  of  times  per  year  that  the  average  amount 
of  receivables  is  sold  and  collected  during  the  period.  For 
example,  if  the  outstanding  accounts  at  the  beginning  of  a  year 
were  $25,000,  and  at  the  close  of  the  year  are  $30,000,  the 
average  of  $27,500  would  represent  the  average  amount  car- 
ried by  the  business  throughout  the  year.  With  annual  sales  on 
account  of  $175,000,  the  turnover  of  receivables  would  be  6.36 
times  per  year.  If  the  turnover  for  the  subsequent  period 
under  comparison  indicated  a  turnover  of  8  times,  it  would 
show  that  collections  were  more  prompt  and  that  fewer  delin- 
quencies existed  in  the  outstanding  accounts.  If,  on  the  other 
hand,  the  turnover  had  slowed  down  to  5  times  per  year,  the 
conclusion  would  follow  that  more  credit  had  been  extended, 
in  terms  of  a  greater  credit  length,  or  that  the  collections  were 
less  prompt,  with  the  result  that  more  delinquencies  in  the 
accounts  existed. 

Standard  Accounts  Receivable In  any  given  case  the 

normal  receivables  can  be  predetermined  with  mathematical 
accuracy.  The  measure  is  the  days  of  the  year  divided  by  the 
number  of  days  of  credit  granted.  For  example,  if  the  net 
credit  terms  are  30  days,  the  turnover  would  be  12  times  per 
year.  Annual  sales  on  account  of  $175,000  sold  on  net  30 
days*  time  will  give  a  computed  amount  of  outstanding  receiv- 
ables of  $14,583,  providing  credit  terms  are  fully  observed 
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by  customers.  In  any  given  case,  if  it  is  found  that  the  amount 
is  greater  than  the  standard  figure,  the  excess  would  represent 
delinquencies  in  collections  running  an"  indeterminate  period  of 
time.^ 

The  illustration  below  shows  the  effect  of  a  slow  turnover 
of  receivables  on  the  average  day's  credit  together  with  the 
delinquencies  resulting  therefrom.  With  an  assumed  credit 
of  net  30  days,  the  report  for  1926  shows  an  added  extension 
of  15  days  taken  by  customers  who  have  failed  to  pay  on 
the  due  date. 


Year 


1925 
1926 

1927 


Sales  on 
Account 


»i75,ooo 
175,000 
190,000 


Credit 

Terms 

Actually 

Taken 


30  days* 
45  days 
40  days 


Turn- 
over 
Rate 


12 

8 

9 


Average 

Accounts 
Outstanding 


^14,583  33 
21,875.00 
21,111.11 


*  Figuring  360  days  per  year 

The  overdue  accounts  for  1926  amount  to  $7,291.67,  com- 
pared with  the  normal  expectancy.  During  1927  with  sales 
amounting  to  $190,000  and  the  rate  of  turnover  of  9  per  year, 
the  days  of  delinquency  have  been  reduced  by  5,  while  the 
amount  of  overdue  accounts  has  been  reduced  by  $2,638.89, 
compared  with  the  preceding  year.  The  increased  sales  nat- 
urally would  give  a  larger  amount  of  receivables  outstanding, 
but  in  1927  the  amount  of  trade  debt  was  approximately  the 
same  as  in  1926,  due  to  the  improved  collection  effort. 

The  Average  Daily  Sales  Method.— This  method  approxi- 
mates the  one  described  above,  in  the  fact  that  it  features  the 
number  of  days'  sales  which  are  contained  in  the  present  out- 
standing accounts. 

fhp  11^^  assumption  here  is  based  on  the  fact  of  uniform  sales  made  through 
the  year,  a  condition,  of  course,  not  found  in  actual  practice.  ^nrougn 
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The  number  of  days'  sales  outstanding  in  receivables  equals 
the  sum  of  these  accounts  divided  by  the  average  daily  sales. 
The  average  receivables  outstanding  in  1926  of  $21,875  gives 
an  average  daily  sale  of  $486.11,  or  45  days  of  sales  uncol- 
lected. In  1927,  by  the  same  method  of  computation,  the  num- 
ber of  days'  sales  contained  in  the  receivables  will  be  found 
to  be  40  days,  or  $527.77  per  day.  The  direct  comparison  for 
control  purposes  is  the  increase  or  decrease  in  the  number  of 
days'  sales  outstanding,  and  is  found  by  dividing  the  accounts 
receivable  by  the  average  daily  sales  for  the  period. 

Effect  of  Sales  Discounts  on  Average  Age. — The  previous 
methods  of  computing  the  age  of  accounts  receivable  prac- 
tically ignores  two  important  things :  ( i )  the  percentage  of 
accounts  paid  within  a  given  discount  period,  a  figure  that 
shows  the  total  amount  of  credit  sales  repaid  within  the  dis- 
count period;  and  (2)  the  amount  and  arithmetical  average 
age  of  the  accounts  failing  to  take  advantage  of  the  discounts — 
two  vital  factors  in  credit  information  where  an  examination 
is  being  made  from  financial  statements.  While  the  two  pre- 
vious methods  indicate  a  method  of  determining  the  amount 
of  delinquent  accounts  where  no  discounts  are  taken,  they  over- 
look the  effect  of  sales  discounts  as  factors  to  be  reckoned,  in 
computing  the  average  age  of  accounts. 

A  percentage  of  all  customers  that  take  discounts  can  be 
found  by  comparing  the  actual  sales  discounts  taken  with  the 
total  discounts  offered.  If  the  sales  for  the  year  of  $i75,ocx) 
showed  possible  discounts  of  $5,250  on  a  3%  in  10  days,  net 
30  days  basis;  and  if  the  discounts  actually  taken  amounted 
to  $3,675,  an  average  of  70%  of  the  customers  are  taking 
3%  in  10  days.  Thirty  per  cent  of  all  credit  customers  are 
not  paying  up  their  accounts  in  the  lo-day  period.  It  follows 
that  this  latter  30%  contains  all  the  potential  delinquencies, 
those  customers  who  withhold  payment  for  full  30-day  period, 
and  those  who  ultimately  become  overdue. 
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One  measure  of  the  efficiency  in  collections  where  discounts 
are  involved  will  be  found  in  an  improving  percentage  of  cus- 
tomers that  take  advantage  of  the  discounts  offered.  Various 
methods  have  been  suggested  to  this  end,  which  can  be  merely 
mentioned  in  passing,  as  they  belong  to  the  field  of  credits — 
a  closer  supervision  of  credit  extension,  a  better  selection  of 
credit  risks,  granting  larger  sales  discounts  to  the  point  where 
the  added  discount  cost  tends  to  equal  the  cost  of  bad  debts. 

How  to  "Age"  Trade  Accounts  Where  Sales  Discounts 
Are  Taken. — If  the  records  are  open  for  inspection,  the  exact 
age  of  the  trade  debtors  can  be  found  for  all  delinquencies, 
which  can  then  be  classified,  without  resorting  to  ^'averaging," 
as  accounts  which  are  60  days  to  90  days  overdue,  those  90 
days  to  120  days  overdue,  and  those  over  120  days  old.  In 
case  no  records  are  available  other  than  the  profit  and  loss  state- 
ment, the  balance  sheet  and  a  knowledge  of  the  trade  discounts 
(external  measures),  the  averaging  method  must  be  used. 
However,  these  statement  data  furnish  a  complete  set  of  tools 
for  the  purpose.  Where  increasing  amounts  of  sales  discounts 
are  indicated  in  the  statements,  the  average  age  of  the  out- 
standing accounts  will  be  greater  if  the  ratio  of  sales  to  receiv- 
ables remains  relatively  unchanged.  Enlarged  discounts  should 
be  reflected  in  a  smaller  amount  of  outstanding  trade  accounts 
in  normal  cases. 

This  can  be  proven  by  constructing  a  hypothetical  stand- 
ard for  the  two  situations,  one  where  no  discounts  are  taken 
by  customers,  and  the  other  where  discounts  are  taken  in  stated 
amounts.  For  example,  if  we  take  a  case  of  average  daily 
sales  of  $1,000  or  $30,000  per  month,  ignoring  holidays,  with 
credit  terms  of  net  30  days,  and  if  no  discounts  are  indicated 
in  the  statements,  the  standard  or  normal  receivables  would 
be  $30,000,  or  30  days  of  sales. 

If,  however,  it  is  ascertained  that  40%  of  the  customers 
in  a  second  case  take  advantage  of  discounts  (found  by  com- 
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paring  discounts  taken  with  the  total  possible  discounts 
allowed),  the  standard  outstanding  receivables  would  be 
$22,000.  This  assumes  that  sales  are  made  ratably  through- 
out the  period.  This  can  be  verified  by  referring  to  Figure  1 7 
which  covers  sales,  collections,  and  discounts,  covering  60  days, 
a  period  of  two  credit  cycles. 

According  to  this  illustration,  during  the  first  lo-day  period, 
sales  will- amount  to  $10,000. 

Theoretically  no  collections  will  be  made  in  this  interval,  as 
the  full  10  days  will  elapse  before  any  discounts  will  have  been 
taken.  During  the  11-20  day  period,  sales  will  amount  to 
$10,000,  while  collections  will  amount  to  $4,000,  or  40%  on 
the  I -10  day  sales.  During  the  21-30  day  period,  the  sales  will 
amount  to  $10,000,  while  collections  will  amount  to  $4,000,  or 
40%  of  the  11-20  day  sales.  During  the  31-40  day  period, 
sales  will  amount  to  $10,000  while  collections  will  amount  to 
$10,000  instead  of  $4,000. 

This  $10,000  in  collections  will  consist  of  two  parts:  one, 
$4,000  covering  the  40%  collections  on  the  21-30  day  sales, 
and  the  other,  $6,000,  which  covers  the  60%  collections  on  the 
I -10  day  sales  which  were  made  30  days  previously.  On  these 
latter  sales  the  customers  lost  all  discounts,  but  paid  in  the 
net  30  days'  terms.  During  the  41-50  day  period  and  every 
lo-day  period  thereafter,  the  sales  and  collections  theoretically 
will  be  the  same  in  amount.  That  is,  $10,000  will  be  sold, 
while  $4,000  will  be  collected  from  the  discount  customers,  and 
$6,000  will  be  collected  from  customers  taking  30  days  for 
payment. 

At  the  point  where  collections  of  a  given  amount  equal  the 
sales,  or  as  a  matter  of  fact,  at  any  point  of  time  thereafter, 
say,  at  the  end  of  a  fiscal  year,  it  will  be  found  that  the  out- 
standing accounts  of  $22,000  contain  three  elements :  ( i )  the 
last  ten  days'  sales  of  $10,000,  from  which  no  collections  will 
have  been  made,  and  from  which  no  discounts  will  have  been 
taken;  (2)  the  preceding  10  days'  sales  of  $10,000,  less  the 
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$4,000,  the  latter  representing  collections  from  the  discount 
customers  that  have  taken  advantage  of  the  1%  discount;  (3) 
the  first  10  days  of  sales,  or  $10,000,  less  the  $4,000  collections 
taken  by  discount  customers. 


Periods 

in  Days 

of  Month 

Sales 

Collections 

I-IO 

11-20 
21-30 
31-40 

41-50 
51-60 

$10,000 
10,000 

10,000 

10,000 

10,000 

10,000 

None 

$4,000  (40%  of  I-IO  day  period  sales  taking  dis- 
counts) 

4,000  (40%  of  11-20  day  period  sales  taking  dis- 
counts) 

4,000  (40%  of  21-30  day  period  sales  taking  dis- 
counts) 

6,000  (60%  of  I-IO  day  period  sales  losing  dis- 
counts— paying  n/30) 

4,000  (40%  31-40  day  period  sales  taking  dis- 
counts) 

6,000  (60%   11-20  day   period  sales  losing  dis- 
counts— paying  n/30) 

4,000  (40%  of  41-50  day  period  sales  taking  dis- 
counts) 

6,000  (60%  of  21-30  day  period  sales  losing  dis- 
counts— paying  n/30) 

$38,000  Total  Collections 
22,000  Balance  Uncollected 

Totals  . . . 

$60,000 

$60,000 

Figure  17.    Showing  the  Sequence  of  Sales  and  Collections  Where  Discounts 

Are  Taken 

Standard  Receivables — Standard  outstanding  receivables 
at  a  given  time  will  equal  the  total  sales  covering  the  period 
of  net  credit  terms,  here  of  30  days,  less  the  payment  of  cus- 
tomers who  take  discounts.  Or  to  state  the  case  differently,  the 
normal  receivables  may  be  reduced  to  two  essential  elements: 
(i)  sales  which  were  made  in  the  last  discount  period  of  10 
days,  representing  an  amount  of  $10,000  not  due  even  to  take 
advantage  of  the  discount;  and  (2)  sales  which  normally  are 
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not  paid  until  the  end  of  the  net  period  of  30  days,  represent- 
ing an  amount  of  $12,000. 

Attention  is  directed  to  this  last  block  of  $12,000  (in 
reality  two  blocks  of  $6,000  each),  due  to  the  fact  that  the 
amount  contains  a  known  quantity  representing  accounts  that 
have  passed  up  discounts,  which  we  might  call  for  lack  of  a 
better  name  the  "legitimate"  lag  in  trade  debtors.  It  is  the  nor- 
mal undiscounted,  unmatured  trade  debtors.  In  any  given  case 
the  figure  may  be  secured  by  deducting  from  sales  made  during 
the  full  credit  period,  here  30  days,  ( i )  the  sales  made  in  the 
last  discount  period  (1%  in  10  days),  and  (2)  the  collections 
made  during  the  full  credit  period  (net  30  days).  The  collec- 
tions should  check  with  the  ratios  of  actual  discounts  taken 
to  possible  discounts. 

The  Measure  of  Delinquents'  Accounts. — Any  amount  of 
accounts  receivable  found  in  an  actual  case,  above  this  figure, 
represents  delinquencies,  that  is,  collections  which  have  gone 
beyond  the  full  credit  period  of  30  days. 

The  point  should  not  be  lost  that  sales  here  are  assumed 
to  be  continuous  from  month  to  month,  and  that  in  consider- 
ing a  month's  sales,  there  is  a  carry-over  from  the  previous 
month.  The  same  will  hold  true  of  collections  and  payments 
on  account,  the  point  being  that  in  any  given  case  there  will  be 
outstanding  an  average  month's  sales  less  the  average  collec- 
tions as  indicated  by  the  discounts  taken. 

Average  Age  of  Slow-Pay  Customers. — After  having 
found  the  amount  of  the  "legitimate"  undiscounted,  unmatured 
accounts,  the  next  problem  consists  in  finding  the  average 
age  of  the  accounts  standing  at  date  of  closing.  The  method 
at  best  is  based  on  averages,  and  as  such  does  not  take  the 
place  of  a  detailed  analysis  of  the  accounts. 

If  $12,000  is  the  "legitimate"  lag  in  collections,  i.e.,  stand- 
ard slow-pay  customers,  or  those  taking  full  30  days,  at  any 
time,  assuming  the  above  conditions,  the  number  of  months 
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of  accumulation  of  slow-pay  customers  will  be  found  by  com- 
paring the  standard  unmatured  accounts  with  the  figure  of  ^^^ 
undiscounted  and  uncollected  accounts  outstanding.^  To  illus-,v7o«= 
trate,  if  the  average  sales  were  $30,000  per  month;  the  credit 
terms  1%  in  10  days,  net  30  days;  and  if  40%  of  the  cus- 
tomers on  an  average  took  discounts,  in  a  given  case  of  $37,000 
outstanding  receivables,  the  average  age  would  amount  to  2^4 
months.  That  is,  there  would  be  a  full  2^  months  of  back 
accounts  uncollected,  amounts  that  run  for  an  indefinite  time  but 
whose  average  age  is  2}i  months.  The  actual  undiscounted  un- 
collected receivables  ($37,000  —  $10,000)  amount  to  $27,000; 
the  normal  or  standard  undiscounted  uncollected  receivables 
amount  to  $12,000.  This  is  found  by  deducting  from  the  nor- 
mal sales  made  during  the  30-day  credit  period  ($30,000),  the 
amount  of  customers  who  took  discounts  ($8,000)  plus  the 
sales  made  during  the  last  10  days  ($10,000). 


$37,000  —  $10,000 


=  2 


$30,000  —  $8,000  —  $10,000 

The  measure  of  efficiency  in  this  case  would  be  the  reduc- 
tion in  the  average  age  of  slow-pay  customers  in  the  accounts 
that  pass  the  full  credit  term.  Perfection  of  course  would  give 
zero  months  over  and  above  the  amount  that  legitimately 
belong  there,  in  this  case  of  $12,000. 

Valuation  of  Receivables.-* — Management  is  confronted 
with  the  problem  of  placing  a  value  on  the  outstanding  cus- 
tomer accounts,  at  the  close  of  a  fiscal  period,  for  the  pur- 

•  If  we  let  5"  equal  the  total  sales  for  the  full  credit  period  (30  days) 
/?  equal  the  sales  during  the  last  discount  period  (last  10  days),  and  C  the 
collections  from  those  who  take  discounts,  the  formula  for  finding  the  stand- 
ard undiscounted  uncollected  accounts  would  be  5" — D—C. 

If  we  let  R  equal  the  actual  trade  debtors  in  any  given  case  the 
average  age  of  the  slow-pay  customers  would  be :  ' 

R-D 


S-D-C 


For  a  more  extended  discussion  of  the  question  of  valuation  of  Trade 
accounts,  see  Chapter  VIII. 
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pose  of,  ( I )  giving  a  true  idea  of  their  value  to  stockholders, 
bankers,  and  credit  men  generally;  and  (2)  to  ascertain  at  the 
time  of  closing  the  books  the  probable  amount  of  loss  incurred 
from  the  injudicious  extension  of  credit,  which  should  be 
charged  oflf  to  profit  and  loss  during  the  period  in  which  the 
sale  was  made.  Passing  the  loss  on  to  the  time  when  it  is 
finally  realized  in  some  subsequent  period,  violates  a  rule  com- 
monly accepted  wherever  sound  accounting  practice  prevails, 
which  is  that  all  known  or  estimated  losses  should  be  recorded 
when  and  as  ascertained.  Such  a  loss  represents  a  shrinkage 
in  operating  profits,  and  to  overlook  willingly  such  a  patent 
fact  by  overstating  a  gain,  is  not  only  bad  form  but  is  injurious 
to  the  financial  standing  of  the  publisher  of  the  misstatements. 

Bad  Debts  Based  on  Previous  Experience — Past  experi- 
ence within  the  business  itself  is  the  most  effective  control 
device  found  for  estimating  probable  losses  from  bad  debts. 
A  check  on  the  number  of  customers  who  have  taken  discounts, 
also  the  number  who  have  failed  to  do  so,  may  be  made, 
together  with  the  average  daily  or  monthly  delinquency  as 
noted  previously.  In  addition,  the  listing  of  the  accounts  due, 
overdue  by  15  to  30  days,  those  30  to  60  days  overdue,  those 
60  to  90  days  overdue,  and  finally  those  over  90  days,  should 
be  made. 

If  the  firm  has  adopted  the  policy  of  rigorously  charging  off 
all  accounts  to  profit  and  loss  that  are  over,  say,  90  days  past 
due,  a  rule  is  given  immediately  for  ascertaining  the  amount 
which  may  be  set  aside  for  possible  future  losses,  in  a  reserve, 
or  charged  off  as  an  admitted  and  final  loss.  Again,  the  policy 
of  creating  a  bad  debts  reserve  may  be  adopted  by  taking  an 
average  of  past  losses  as  based  on  the  average  90-day  accounts 
carried,  or  of  60-day  accounts,  or  a  combination  of  the  two. 
Or  again,  the  charge  may  be  based  on  the  ratio  of  past  losses 
to  the  month's  delinquencies  carried.  However,  in  all  cases  the 
estimate  is  made  to  cover  credit  sales  uncollected,  and  no  refer- 
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ence  need  be  made  to  total  cash  sales,  as  it  is  from  the  account 
sales  that  all  losses  are  sustained. 

Losses  from  Sales  Discounts  and  Collection  Costs. — By 
the  same  analysis,  operating  losses  and  reduction  in  values  due 
to  the  taking  of  possible  sales  discounts  by  customers  should 
be  recorded  in  the  reports,  based  on  experience  figures,  by  the 
use  of  sales  discount  reserves.  Collection  costs  from  a  con- 
trol standpoint  are  incurred  for  collecting  all  accounts,  good 
and  bad,  and  since  no  allottable  portion  may  be  charged  to  bad 
accounts  alone,  the  collection  department  expenses  on  antic- 
ipated bad  debt  losses  are  not  made  in  advance,  but  are  con- 
sidered a  normal  annual  expense;  hence  no  reserve  is  made 
for  them. 

Miscellaneous  Receivables — Miscellaneous  receivables 
other  than  amounts  due  from  customers  should  always  be 
shown  separate  from  the  trade  debtors  records.  Items  due 
the  firm  from  subsidiary  or  affiliated  concerns,  money  loaned 
or  advanced  to  officers  or  employees,  claims  for  tax  rebates, 
freight  claims  on  damaged  goods,  money  paid  on  options  or 
contracts,  deposits  on  contracts,  amounts  advanced  as  prepaid 
rentals,  amounts  due  from  stockholders,  and  minor  miscel- 
laneous claims  for  cash  payments — none  of  these  accounts  have 
a  legitimate  place  in  the  register  of  accounts  normally  labeled 
as  "due  from  customers." 

Often  these  nondescript  items  amount  to  a  considerable 
sum  of  money  and  present  a  serious  problem  in  collections.  The 
obvious  method  of  controlling  them  is  to  place  the  granting 
of  such  credits  with  the  credit  department  or  some  responsible 
person  where  active  supervision  may  be  secured.  The  uncer- 
tainty of  collections  would  indicate  the  necessity  of  setting 
aside  a  reserve  to  cover  losses.  The  losses  can  hardly  be  based 
on  experience  as  they  are  all  irregular  in  their  occurrence. 
Conservatism  would  sanction  a  large  charge-off  in  most  cases. 

To  include  such  items  in  the  customers'  accounts  would 
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obviously  vitiate  any  comparisons  of  turnover  rates,  ratios  of 
outstanding  accounts  to  sales,  potency  of  sales  discounts,  length 
of  credit  extension,  delinquencies,  and  finally  the  comparison 
of  credit  rejections  to  delinquents  and  bad  debts  control.  These 
miscellaneous  receivables  have  no  place  in  the  customers  ledger, 
largely  for  the  reason  that  they  break  down  the  standard  meas- 
urement of  credit  extension  and  control  over  collections,  and 
for  another  reason  fully  as  important,  namely,  that  they  prevent 
the  proper  showing  of  financial  reports  when  used  in  credit 
work. 

Control  Over  Notes  Receivable — Notes  receivable  if  clas- 
sified properly  should  consist  of  notes  and  acceptances  from 
customers  only.  Miscellaneous  notes  from  any  other  source 
should  be  shown  in  a  separate  account,  if  present  in  any  note- 
worthy amounts.  Since  notes  do  not  follow  the  conventional 
credit  terms  granted  customers  on  merchandise  bills,  the  plan 
of  checks  and  controls  over  them  must  be  changed  to  meet  a 
condition  which  in  many  cases  represents  delinquency  extend- 
ing for  a  period  of  time  beyond  the  net  credit  period.  This 
does  not  apply  to  installment  notes  which  are  regularly  granted 
in  large  amounts  and  which  can  be  controlled  under  the  same 
general  plan  as  outlined  for  open  accounts. 

Since  the  request  for  credit  extension  and  the  use  of  notes 
in  some  cases  is  equivalent  to  a  warning  from  particular  cus- 
tomers that  the  latters'  working  capital  is  short,  and  that  they 
are  virtually  asking  for  an  added  investment  in  their  business, 
a  little  more  precaution  may  be  needed  in  handling  these  cases. 

If  in  the  usual  course  of  business,  the  average  note 
credit  extension  covers  60  or  90  days,  a  figure  of  turnover  for 
notes  receivable  during  the  year  may  be  secured.  ^This  rate 
of  turnover  may  be  determined  by  comparing  the  average 
amount  of  notes  outstanding  for  the  year,  with  the  total  amount 
of  credit  turned  into  notes  during  the  year.  Thus,  if  the 
average  term  of  notes  were  45  days,  an  expected  turnover 
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should  be  8  times  per  year.  If  the  average  notes  outstanding 
were  $15,000,  and  the  total  of  the  open  accounts  turned  into 
notes  during  the  year  were  $60,000,  the  turnover  would  be  4 
times,  and  the  average  note  term  90  days.  A  check  may  be 
had  by  comparing  the  notes  outstanding  with  the  sales  on 
account.  However,  this  latter  plan  lacks  the  close  correlation 
afforded  in  the  comparison  of  notes  to  the  volume  of  note 
credit. 

Valuation  of  Notes  Receivable. — From  the  balance  sheet 
standpoint  the  representation  of  customers*  notes  brings  forth 
two  important  problems:  (i)  the  value  of  the  notes  them- 
selves, and  (2)  the  reserve  for  bad  debts  on  notes.  Problems 
of  the  valuation  of  notes  are  not  essentially  different  from  the 
valuation  of  accounts  receivable.  However,  if  the  notes  are 
non-interest  bearing  until  maturity,  conservatism  would  dic- 
tate that  they  be  written  down  by  the  amount  of  discount.  The 
bad  debts  allowance  is  largely  a  question  of  experience  based 
upon  the  records  of  prior  losses. 


! 


CHAPTER  XIII 
CONTROL  OVER  WORKING  CAPITAL 

Deficiency  in  Working  Capital  a  Cause  of  Business  Fail- 
ures— According  to  the  reports  of  the  leading  statistical  and 
credit  rating  houses,  the  law  of  probability  gives  to  the  average 
new  business  concern,  a  one-to-eight  chance  of  surviving  for 
a  period  of  a  single  decade.  That  there  are  as  many  firms 
remaining  in  the  field  as  long  as  they  do,  it  is  claimed,  is  due 
to  the  generosity  and  not  the  good  business  sagacity  of  credit 
departments.  Approximately  one-third  of  all  business  failures, 
it  is  said,  is  caused  by  the  single  factor  of  "lack  of  sufficient 
working  capital,"  which  can  be  interpreted  as  an  attempt  to 
do  too  large  a  volume  on  a  limited  capital. 

Some  writers  and  not  a  few  credit  departments  have 
accepted  the  conventional  two-to-one  ratio  of  current  assets  to 
cufrent  liabilities  as  being  a  safe  rule  to  follow,  in  so  far  as 
they  base  credit  on  the  strength  of  financial  statements.  If  a 
merchant  is  deemed  a  good  ''personal"  risk  and  if  his  cash, 
merchandise,  and  current  receivables  are  better  than  200%  of 
his  current  debts,  he  is  often  rated  a  "safe"  risk.  However,  if 
his  balance  sheet  shows  something  less  than  a  two-to-one  ratio, 
his  rating  is  often  reduced,  and  in  many  cases  he  is  refused 
credit. 

But  is  this  rule  of  thumb  measure  of  the  purely  business 
risk  a  safe  one  to  follow  ?  Cannot  the  capital  requirements  of 
a  business  be  planned  and  that  of  a  going  concern  tested  as  to 
its  adequacy,  with  a  greater  degree  of  mathematical  precision? 
The  two-to-one  rule  used  occasionally  at  the  present  time  indi- 
cates the  psychology  of  the  financial  liquidator.  The  members 
of  the  credit  departments  who  apply  it  to  a  given  case,  naturally 
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think  of  the  borrowing  client,  not  so  much  as  a  continuing 
successful  borrower,  but  more  as  a  possible  bankrupt.  They 
are  thinking  in  terms  of  salvage,  not  so  much  of  financial 
facilitation.  What  will  be  the  ultimate  value,  the  credit  man 
asks,  of  the  borrower's  inventory,  receivables,  and  miscel- 
laneous assets  at  a  forced  sale,  or  under  a  declining  market? 

Credit  Needs  a  Question  of  Budgetary  Control, — But,  on 
the  contrary,  the  real  emphasis  is  not,  "How  much  can  the 
assets  shrink  before  creditors  lose?"  but»  "Has  the  merchant 
a  sufficient  investment  in  his  business?"  Will  his  normal  receipts 
pay  all  debts  as  they  fall  due?  The  credit  problem  is  one  pri- 
marily of  budgetary  control;  not  of  salvage.  It  is  true  that 
the  possible  shrinkage  in  the  current  property  items  must  be 
taken  into  consideration  when  credit  is  extended  by  wholesalers 
or  banks.  But  the  point  made  is  that  if  a  proper  ratio  of_ 
inside  equities  to  outside  equities  in  current  assets  is  insisted 
upon  by  credit  nien.one^  the  first  and  most  prolific  caus^a^. 
^f  failure  w^ill  have  been  removed. 

In  order  to  finance  successfully  a  concern  through  a  crisis 
and  a  depression,  the  time  when  most  businesses  fail,  and  the 
time  when  credit  terms  of  bankers  and  wholesalers  are  more 
strictly  enforced  than  at  any  other  period,  the  financial  manager 
should  expect  his  creditors  and  his  banker  to  "carry"  only  that^ 
portion  of  his  average  inventory  and  accounts  receivable  which 
the  business  itself  will  pay  out  within  the  time  limit  of  the 
credit  terms.  This  is  equivalent  to  saying  that  a  business 
must  be  completely  self -liquidating,  and  that  the  current  col- 
lections must  pay  current  outlay  of  all  kinds,  including  bank 
loans.    An  example  will  clear  up  this  point. 

In  a  cash  business  where  the  assets  turn  more  slowly  than 
the  liabilities,  there  will  always  be  a  shortage  in  the  receipts 
from  sales,  when  it  comes  time  to  meet  debts.  The  "payable" 
cycle  will  have  been  completed  and  .the  full  amount  of  debts 
will  be  due,  whereas  the  asset  cycle  will  have  been  only  par- 
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tially  completed.  Concretely,  if  the  working  assets  available 
for  liquidating  debts  turn  2  times  per  year  or  once  every  six 
months,  and  the  payables  turn  6  times  per  year,  or  once  in  60 
days,  only  one-third  of  the  working  assets  will  have  been  con- 
verted into  cash  at  the  end  of  the  60-day  credit  term. 

Two-thirds  of  this  asset  cycle  is  still  uncompleted,  hence 
two-thirds  of  the  value  representee!  by  the  inventory  is  tied 
up  and  unavailable  for  debt  payment.  If  the  proprietor  bought 
all  goods  on  open  account  to  start  his  business,  and  he  proposes 
to  invest  that  portion  of  his  debt  not  covered  by  the  normal 
receipts  in  the  case  just  cited,  the  required  investment  would 
be  two-thirds  of  the  average  inventory.  In  short,  the_prQz. 
prietor  must  own  that  portion  of  his  merchandise  on  his  shelves 
that^cannot^ay  its  ownjway. 

Turnover  of  Current  Assets  and  Liabilities. — The  critical 
factor  in  the  successful  financing  of  any  business  is,  in  the  last 
analysis,  found  in  the  relationship  between  the  rapidity  of 
turnover  of  working  assets  ^  and  the  rapidity  of  turnover  of  the 

^  The  turnover  of  current  assets  is  a  common  expression  found  in  trade 
parlance,  and  is  taken  to  mean  the  number  of  times  per  year  that  the  current 
assets  complete  the  cycle  from  cash  to  merchandise,  to  accounts  receivable 
and  finally  back  to  cash.  This  turnover  of  working  (or  trading)  assets  is  a 
composite  factor,  representing  the  cycle  of  two  interdependent  values,  namely, 
the  turnover  of  merchandise  stock-in-trade  (cost  of  sales  divided  by  the 
average  inventory),  and  the  turnover  of  accounts  and  notes  receivable  (the 
account  sales  divided  by  the  average  amount  of  accounts  and  notes  out- 
standing). .  .       -^   t-  1 

A  stock  of  merchandise  may  turn  4  times  per  year,  but  it  the  comple- 
tion of  the  cycle  results  in  the  extension  of  longer  credit  to  customers,  the 
turnover  of  the  entire  working  asset  fund  is  slowed  down.  A  quick  turning 
stock  does  not  necessarily  mean  a  high  degree  of  the  liquidity  of  the  value 
tied  up  in  the  inventory,  as  is  often  argued  by  those  who  advance  the  idea 
that  theirs  is  a  versatile  enterprise  because  of  small  stock  and  rapid  turn- 
over. The  essential  factor  is  the  return  of  trading  items  to  cash ;  and  if  the 
cycle  must  be  carried  through  receivables,  it  follows  that  the  turn  of  the 
entire  fund  must  be  taken  into  account  in  computing  credit  risks,  and  not 
alone  the  revolution  of  a  part  of  the  fund,  namely,  merchandise.  Mathe- 
matically, the  turnover  of  working  assets  may  be  found  by  dividing  total 
sales  by  the  average  amount  of  current  assets. 

The  "turnover"  of  payables,  to  use  a  coined  phrase,  is  an  equivalent 
expression  to  the  turnover  of  assets.  If  assets  "turn"  a  certain  number  of 
times  per  year,  in  like  manner  it  may  be  said  that  payables  make  a  definite 
number  of  turns  per  year.  The  number  of  turns  would  be  dependent  upon 
the  length  of  the  credit  terms  granted ;  30  days'  credit  equals  12  turns  per 
year. 


payables  (length  of  credit  terms  granted  by  bankers,  whole- 
salers, and  jobbers).  It  is  self-evident  that  the  shorter  the 
credit  terms  granted  to  aTlirm  by  creditors,  if  the  turnover  of 
working  assets  remain  the  same,  the  more  money  must  be  in- 
vested in  the  business.  A  merchant  who  has  lo-day  credit 
extended  to  him,  must  pay  his  bills  more  promptly  than  the 
man  with  60-  or  90-day  credit.  The  former  cannot  rely  on  the 
collections  from  sales  to  pay  current  liabilities  to  as  great  an 
extent  as  can  the  latter;  and  not  only  must  he  pay  his  bills 
more  promptly,  but  he  must  own  outright  a  greater  percentage 
of  his  current  working  assets. 

Size  of  Investment  Depending  on  Turnover  Rates On 

the  other  hand,  the  more  rapid  the  turnover  of  his  merchandise 
stock  and  receivables,  the  smaller  will  be  his  necessary  invest- 
ment. A  merchant  who  is  granted  60-day  credit  on  a  bill  of 
goods  by  wholesalers,  for  example,  may  be  able  to  turn  his 
stock-in-trade  into  cash  completely  within  a  30-day  period. 
How  much  capital  need  such  a  merchant  have  in  his  business  ? 
None,  it  is  answered,  because  the  returns  from  his  sales  will 
always  be  sufficient  to  pay  his  debts.  The  merchandise  stock 
will  turn  twice  before  his  bills  fall  due.  A  renewal  of  his  stock 
at  the  end  of  30  days  need  cause  him  no  worry,  as  it  likewise 
can  be  turned  into  cash  before  payment  is  due.  An  investment 
in  working  assets  will  be  required  here  only  if  the  conditions 
change,  either  through  slowing  of  the  stock  turnover  caused  by 
seasonal  variations,  or  through  the  shortening  of  the  credit 
terms  extended  to  him  by  wholesalers. 

If,  then,  the  business  is  thus  self-sustaining,  what 'becomes 
of  the  popular  two-to-one  liquidity  ratio  ?  Has  it  any  meaning 
other  than  a  desire  to  compel  the  entrepreneur  to  insure  his 
stock  to  at  least  one-half  of  its  value  for  the  benefit  of  cred- 
itors? But  why  50%?  Some  merchandise  shrinks  75%  and 
even  more  at  forced  sales. 

Turning  now  to  the  other  extreme,  take  the  case  of  a  mer- 
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chandise  stock  turnover  of  twice  yearly,  coupled  with  a  credit 
extension  of  10  days  from  wholesalers.  If  it  requires  six 
months  to  sell  the  entire  original  stock,  and  if  it  is  customarily 
renewed  as  sold,  and  if  the  cost  of  the  merchandise  must  be  met 
in  10  days,  the  owner  must  invest  an  amount  equal  to  far  more 
than  one-half  of  the  average  inventory  as  a  matter  of  financial 
necessity.  The  liquidity  ratio  must  be  much  greater  than  two- 
to-one.  True,  if  the  profits  are  sufficiently  great  to  pay  back 
the  entire  cost  within  10  days  granted  by  the  wholesaler,  a 
two-to-one  ratio  might  suffice.  But  such  gains  are  inconsistent 
with  current  merchandising. 

Required  Ratios. — It  follows,  from  the  above  illustrations, 
that  the  necessary  investment  in  working  or  current  assets  may 
vary  from  practically  0%,  or  even  less,  in  such  concerns  as 
public  utilities,  to  100%.  Stated  differently,  the  ratio  of  liquid- 
ity may  vary  in  successful  going  concerns  from  }i  and  yi  to  i 
ratio,  to  practically  a  icx)  to  i.  The  former  condition  exists 
where  the  assets  are  less  than  the  liabilities,  indicating  a  nega- 
tive working  capital  found  in  a  self -liquidating  business,  where 
all  financing  is  done  by  the  creditors,  due  to  a  very  rapid  turn- 
over of  current  assets.  The  latter  indicates  a  virtual  ownership 
of  the  entire  business  by  the  proprietor,  with  little  or  no  exten- 
sion of  credit  due  to  the  great  disparity  in  the  rates  of  turnover.* 

*A  typical  shoe  store,  the  annual  cash  sales  of  which  are  $240,000, 
fairly  evenly  distributed  throughout  the  year,  with  a  gross  trading  profit 
on  sales  of  33  1/3%  and  a  merchandise  turnover  at  cost  of  twice  yearly, 
would  have  a  cost  of  sales  of  $160,000,  and  an  average  inventory  of  $80,000. 
If  the  shoe  merchant,  for  example,  to  start  the  business,  bought  the  entire 
inventory  of  $80,000  on  net  60  days  terms,  and  sells  for  cash,  and  if  his 
overhead,  including  the  salary  of  the  owner,  uses  up  the  gross  profit,  the 
receipts  from  the  cost  of  sales  collected  during  the  60-day  period  will  be 
one-third  of  $80,000,  or  $26,667.  This  latter  amount  will  be  the  only  fund 
available  for  payment  on  the  indebtedness  of  $80,000.  The  gross  trading 
profit  on  sales  as  noted  above  is  required  to  pay  running  expenses  and  can- 
not be  used  for  the  purpose  of  reducing  the  debt.  Hence  the  balance  of 
$53,333  niust  be  invested  by  the  owner  of  the  business.  This  is  his  required 
investment  if  he  lives  up  to  his  credit  obligations  in  full,  and  does  not  resort 
to  bank  credit. 

Within  the  60-day  term  extended  to  him,  the  total  sales  on  a  mark-up 
basis  will  amount  to  $40,000.    Of  this  amount  33  1/3%,  or  $13,333.  will  be 
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]  Statement  of  Qredit  Rule. — To  state  the  proposition  mathe- 

matically, in  a  cash  business  the  per  cent  of  the  trading  assets 
which  a  rnnrprn^^n  succcssfullv  Carry  on  credit,  is  directly 
in  pmjvitjjonjp  the  ratio  of  the  turnover  of  the  tradincr  a^^^eiR 
to  the  turnovex^f  th^  paya|)les  Current  assets  that  turn  3  times 
per  year,  as  against  a  turnover  of  8  times  per  year  for  payables, 
could  successfully  carry  a  debt  equalling  three-eighths  of  the 
value  of  the  entire  trading  assets  at  cost  figures.  The  required 
investment  or  forking  capital  would  be  the  balance  of  five- 
eighths  of  the  amount  of  merchandise  carried  on  the  shelves 
plus  other  assets  carried. 

The  Rule  Applied  to  a  Going  Concern It  might  be  ques- 
tioned whether  the  rule  applies  to  a  going  concern  where  pur- 
chases and  receipts  from  sales  coincide  throughout  the  year; 
where  the  average  business  does  not  purchase  once  a  month  but 
many  times ;  and  where  it  appears  that  current  receipts  can  be 
applied  to  current  debts.  The__answer  is^lhat  so  long^as^ there 
is  a  time  interval  or  a  lag  between  the  date  of  a^purchaseand 
the  final  collection  from  the  trade,  the  cost  of  the  purchase  must 

required  to  pay  overhead  expenses,  while  the  balance,  66  2/3%,  or  $26,667, 
will  be  the  only  amount  available  for  payment  on  account.  .  However,  the 
full  amount  of  the  invoice  is  $80,000  and  since  only  $26,667  has  been  col- 
lected at  the  end  of  the  credit  term  and  applied  toward  the  debt,  the  defi- 
ciency of  $53»333  must  be  met  by  the  owner.  Within  the  60-day  period  of 
credit  extension,  the  merchandise  stock  has  made  one-third  of  its  completed 
cycle.  ■  If  the  stock  be  replenished  throughout  the  period  to  keep  the  average 
inventory  up  to  $80,000,  the  credit  which  this  concern  can  carry  at  all  times 
will  be  one-third  pf  the  average  stock-in-trade,  or  $26,667.  If  a  greater 
amount  of  credit  is  granted,  the  credilors  will  be  obliged  to  "carry"  the 
merchant  until  such  time  as  net  profits  make  up  the  difference  between  the 
safety  limit  and  the  credit  extended. 

If  we  let  A  equal  the  value  of  working  assets,  TIV  the  number  of  turn- 
overs of  working  assets  per  period,  tp  the  number  of  turnovers  of  payables 
per  period,  and  L  the  amount  of  current  credit  in  dollars  which  the  business 
can  carry  safely,  the  expression  would  be: 

Working  capital  (that  portion  of  current  assets  owned  outright  by  the  pro- 
prietor) would  be  expressed  thus:  W  =  A — L.    The  current  ratio  would 

be  • 
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be  met  in  part  by  the  proprietor.    Current  receipts  do  not  pay 
for  current  purchases. 

If  it  requires  six  months  to  completely  "turn"  a  lot  of  18 
pairs  of  shoes  of  a  certain  line  invoiced  at  $100  at  cost,  and  if 
the  bill  for  this  invoice  must  be  paid  within  two  months,  the 
receipts  from  this  $100  lot  taken  in  within  the  credit  cycle  of 
60  days  will  be  only  33  1/3%  of  the  total  amount  due.  If  the 
money  received  from  the  sale  of  other  lines  be  diverted  to  meet 
the  remaining  66  2/3%  due  on  this  invoice,  from  what  source 
can  money  be  secured  with  which  to  meet  the  first  obligation  ? 
Each  turn  of  assets  must  pay  its  own  way.  To  shift  receipts 
from  one  line  to  pay  for  another  line  that  does  not  liquidate, 
merely  delays  payment  on  the  invoice  which  is  deprived  of  its 
payment.  So  long  as  any  debt  falls  due  before  it  becomes  self- 
liquidating,  an  investment  must  be  made  by  the  owner,  or 
delayed  payment  to  creditors  equal  to  the  deficiency  will  result. 

Investment  Factors  and  the  Time  Element. — The  case 
may  be  simplified  if  expressed  in  terms  of  the  time  factor  in- 
stead of  the  turnover  of  assets  and  liabilities  per  period.  A 
wholesaler,  let  us  say,  sells  a  bill  of  goods  to  a  merchant  on  60 
days*  time,  with  the  agreement  that  it  be  paid  in  full  at  the 
end  of  the  term.  The  merchant,  let  us  assume  further,  buys 
the  consignment  entirely  on  credit.  It  is  obvious  that  if  he  can 
sell  the  invoice  in  its  entirety  within  the  60-day  period,  and 
breaks  even  on  expenses  so  that  he  does  not  run  behind  carry- 
ing the  overhead  costs,  he  needs  no  investment.  He  will  need 
to  put  money  into  the  enterprise  only  when  it  takes  longer  than 
the  allotted  60  days  to  sell  all  of  his  shoes. 

The  size  of  his  investment  will  be  equal  to  the  value  of  the 
unsold  portion  at  the  end  of  the  credit  period.  If  one-half  of 
the  stock  remains  unsold,  one-half  of  its  cost  must  be  supplied 
by  the  merchant,  and  the  other  half  will  be  paid  for  out  of  sales. 
If  one-third  is  sold  within  the  credit  period,  two-thirds  (at 
cost)  must  be  paid  in  by  the  owner.    Furthermore,  if  this  rule 
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holds  for  the  first  invoice  of  shoes  purchased,  it  also  applies 
to  all  future  purchases. 

The  Asset  Cycle. — Thejactorthat  determines  the  amount 
of  the  required  investment  in  the  above  cases,^  is  the  relative 
time  required  to  convert  the  merchandise  stock  into  cash  with 
which  to  pay  oflF  the  debt  created  to  purchase  the  same  stock. 
A  stock  of  shoes  that  requires  180  days  for  clearance,  at  ap- 
proximately an  equal  rate  per  day,  purchased  on  60  days*  time, 
will  require  financing  by  the  owner  to  the  extent  of  120  days. 
In  the  60-day  period  of  grace  granted  by  the  jobber,  one-third 
of  the  stock  will  have  been  sold.  It  is  assumed  here  that  gross 
profits  pay  overhead  only  and  that,  the  net  proceeds  only  are 
applied  to  the  total  debt  which  will^in  effect  require  180  days 
to  extinguish.  z'  - 

-The  rule  may  be  stated  that  the  amount  of  merchandise 
which  a  firm  can  carry  on  credit  is  in  proportion  to  the  number 
of  days'  credit  granted  (wholesale)  compared  to  the  number 
of  days  required  to  convert  the  stock  (at  cost)  into  cash. 

The  miscellaneous  assets,  such  as  prepaid  expense  items, 
secondary  reserves,  cash,  etc.,  must  be  financed  by  the  owner 
and  carried  by  him  in  addition  to  the  prorated  amount  of  the 
merchandise,  receivables,  and  overhead  expense  items. 

The  Rule  Applied  to  Credit  Sales — The  above  illustra- 
tions were  based  upon  the  assumption  of  a  cash  business.  If 
sales  are  made  wholly  upon  credit  to  customers,  a  new  compli- 
cation enters  into  the  situation,  namely,  the  added  burden  of 
carrying  the  customer  accounts  by  the  proprietor.  The  latter 
now  has  investments  in  three  separate  and  distinct  factors :  ( i ) 
the  overhead  excuse  fund  which  has  been  advanced  to  pay 


■/ 


*The  current  ratio  for  all  the  public  utility  group  in  the  United  States 
is  .61,  showing  a  negative  working  capital  for  this  type  of  concern.  This 
condition  is  made  possible  through  the  very  rapid  turnover  of  its  current 
receivables  and  the  absence  of  slow  turning  merchandise.  See  Bulletins  9, 
'0»  13.  i5f  Bureau  of  Research,  University  of  Illinois. 
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operating  costs  and  charged  currently  to  the  customers'  ac- 
counts; (2)  the  value  of  the  cost  of  merchandise  represented 
in  the  accounts  receivable;  and  (3)  the  value  represented  in  the 
merchandise  inventory  at  cost.  Thus  there  now  exists  three 
distinct  "funds,"  each  of  which  "revolves"  (or  turns)  at  its 
own  rate — the  expense  fund  at  one  rate,  the  cost  of  merchandise 
sold  to  customers  at  a  different  rate,  while  the  merchandise 
inventory  revolves  at  a  rate  different  from  the  other  two  rates. 
The  causes  for  this  disparity  in  rates  of  turnover  are  not  hard 
to  find. 

Turnover  Rate  of  the  Expense  Fund The  current  ex- 
pense fund,  not  including  items  prepaid  for  a  considerable 
period  of  time,  such  as  prepaid  insurance,  rent,  etc.,  represented 
in  the  mark-up  of  accounts  receivable  in  a  wholly  credit  busi- 
ness (profits  here  ignored  for  illustrative  purposes),  is  col- 
lected with  the  amounts  due  from  customers.  The  expense 
fund  revolves  more  rapidly  than  the  fund  used  to  pay  current 
indebtedness,  due  to  the  fact  that  usually  clerk  hire,  etc.,  must 
be  paid  more  promptly  than  the  current  payables. 

Turnover  Rate  of  the  Receivables-at-Cost The  rate  of 

turnover  of  the  receivables-at-cost  is  dependent  upon  the  rate 
of  collections,  which  in  turn  is  governed  by  the  length  of  credit 
terms  extended  to  customers  and  the  effectiveness  of  the  credit 
department  in  making  collections.  The  size  of  receivables-at- 
cost  is  larger  than  the  expense  fund  and  tends  to  turn  slower 
than  the  latter,  due  to  the  fact  that  the  money  as  collected  is\ 
used  for  the  payment  of  debts  and  not  for  running  expenses. 

Turnover  Rate  of  the  Inventory — The  rate  of  turnover 
of  the  merchandise  inventory  is  different  from  the  rate  of  turn- 
over of  receivables-at-cost,  and  is  governed  by  the  size  of  the 
merchandise  inventory  and  the  volume  of  the  cost  of  goods 
sold.  Where  credit  sales  are  made,  the  merchandise  simply 
"turns"  into  receivables.  The  greater  the  cost  of  sales  on  ac- 
count, the  more  rapid  is  the  revolution  of  the  inventory. 
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The  point  to  be  noted  here  is  that  because  of  the  striking 
difference  in  the  rates  of  turnover  of  the  inventory,  the  re- 
ceivables-at-cost, and  the  overhead  expense  fund,  a  greater 
discrimination  is  needed  in  approximating  a  rule  which  will 
clearly  indicate  the  working  capital  requirements  where  all  sales 
are  made  on  credit.  The  slowness  or  the  rapidity  of  the  turn- 
over of  these  three  separate  funds  will  determine  the  size  of 
the  investment  required  by  the  owner  in  each  of  these  funds. 
The  faster  the  turnover,  the  less  the  required  investment ;  the 
slower  the  turnover,  the  greater  the  investment,  and  the  less  the 
creditors  should  be  expected  to  carry. 

Expense  Fund  Separately  Financed Let  us  take  these 

funds  separately  and  analyze  them  further.  First,  observe  the 
portion  of  accounts  receivable  represented  by  the  mark-up  on 
sales,  or  the  overhead  fund.  In  all  ordinary  cases  the  expense 
fund  is  a  separate  entity  and  cannot  be  used  to  pay  accounts  or 
notes  payable.  This  fund  has  a  load  of  its  own  to  carry,  and 
has  a  law  of  turnover  which  the  manager  must  observe  as  a 
matter  of  necessity.  While  borrowings  from  this  fund  may 
be  made  in  small  amounts  from  time  to  time,  the  continued  use 
of  it  for  other  than  expense  purposes  will  result  in  difficulties 
from  the  standpoint  of  paying  the  current  general  expenses  of 
the  business. 

The  average  business  concern  that  extends  credit  to  cus- 
tomers must  advance  its  current  running  expenses  until  such 
time  as  the  collections  pay  these  costs.  Cash  is  advanced  today 
for  the  purpose  of  paying  wages  of  clerks,  for  advertising, 
storage,  truckage,  etc.  The  business  receives  in  exchange  for 
these  sums  advanced,  a  book  charge  to  customers  (or  a  note) 
equal  to  the  gross  trading  profit,  which  will  be  collected  from 
the  customer  at  some  time  in  the  future.  The  delay  in  the 
collection  of  these  current  expense  items  throws  the  burden  of 
financing  them  on  the  owner  of  the  business.     He  either  adds 
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^the  amount  to  his  investment,  or  borrows  the  amount  from 
the  bank. 

Hence,  it  is  evident  that  since  the  overhead  fund  must  be 
maintained  at  approximately  the  original  figures  and  separately 
financed,  that  portion  of  accounts  receivable  outstanding,  repre- 
sented by  the  gross  trading  profit,  must  be  eliminated  in  figur-  ' 
ing  the  amount  of  incoming  funds  available  for  meeting  pay- 
ments on  current  indebtedness.  In  a  going  concern  the  current 
collections  appear  to  pay  current  expenses  and  no  financing  of 
the  gross  trading  profit  figure  seems  to  be  necessary.  However, 
a  closer  study  will  reveal  the  fact  that  such  is  not  the  case,  and 
that  there  is  a  time  element  and  an  added  finance  element  in- 
volved. 

Expense  Fund  in  Cash  Business. — ^Where  sales  are  made 
on  a  cash  basis,  the  overhead  fund  revolves  more  rapidly,  and 
collections  of  funds  to  meet  expense  items  are  made  concur- 
rently with  the  sale  of  merchandise.  A  shorter  time  exists 
between  the  date  of  the  advance  of  expense  money  and  its  re- 
turn through  cash  sales.  Where  credit  sales  are  made,  a  longer 
time  exists,  and  a  larger  fund  is  required  for  operating  costs 
due  to  the  compulsory  waiting  for  the  funds  which  the  cus- 
tomers are  holding. 

Since  gross  profit  in  accounts  receivable  must  be  eliminated 
in  determining  a  composite  turnover  of  trading  assets,  it  leaves 
for  further  consideration  the  two  remaining  funds  mentioned 
above — receivables-at-cost  and  the  inventory. 

The  Financing  of  Customer  Credit The  problem  thus 

simplified  resolves  itself  into  a  question  of  the  relative  rates 
of  turnover  of  the  receivables-at-cost  plus  merchandise  inven- 
tory, compared  with  the  turnover  of  the  payables.  The  critical 
factor  now  to  be  considered  is  the  added  number  of  days*  sales 
at  cost  which  must  be  carried  in  the  customers'  accounts 
with  no  additional  credit  extension  from  wholesalers  and 
manufacturers. 
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Receivables  and  Merchandise  Turn  at  Different  Rates. — 
The  fact  that  there  exists  a  disparity  in  the  rates  of  turnover 
and  also  a  difference  in  the  amounts  of  inventory  and  receiv- 
ables-at-cost, respectively,  does  not  necessarily  mean  that  a 
composite  turnover  of  the  two  funds  cannot  be  determined.  A 
closer  scrutiny  of  the  problem  will  reveal  the  fact  that  even 
though  the  rates  may  vary,  there  is  a  close  correlation  between 
them  from  a  purely  mathematical  standpoint. 

Since  inventory-at-cost  "turns"  into  receivables-at-cost,  the 
speeding  of  the  latter  will  speed  the  former ;  but,  of  course,  not 
at  the  same  rate.  However,  it  must  be  noted  that  the  same 
volume  of  sales  at  cost  passes  through  both  funds.  The  dif- 
ference in  the  turnover  rates  is  due  to  the  difference  in  their 
relative  sizes. 

An  added  feature  brought  out  by  this  study  reveals  the  im- 
portant fact  that  the  cost  of  goods  sold,  if  credit  and  inventory 
conditions  are  kept  the  same,  is  the  same  in  amount  as  the 
"cost  of  goods"  collected  from  customers ;  in  other  words,  col- 
lections less  gross  trading  profit  equal  the  cost  of  sales. 

Simplification  is  thus  introduced  into  the  problem  by  point-  i 
ing  out  this  similarity.    Previously  it  was  stated  that  in  a  cash 
business  the  per  cent  of  assets  which  the  creditors  normally  will  1 
carry  is  directly  proportional  to  the  number  of  days'  credit  j 
granted  by  wholesalers,  contrasted  with  the  number  of  days 
required  to  turn  cost  of  merchandise  into  cash,  and  inversely 
proportional  to  the  rates  of  turnover  of  payables  to  the  turn- 
over of  the  inventory-at-cost. 

Similarity  Between  Merchandise  and  Receivables. The 

same  rule  can  be  applied  in  the  case  of  credit  sales  and  the  car- 
oling of  receivables  of  a  known  turnover  rate.  Receivables- 
at-cost  is  simply  another  form  of  "inventory,"  and  credit  ex- 
tension causes  an  increase  in  the  total  inventory  of  merchandise 
at  cost  figures.  Whereas  in  a  cash  business  a  single  inventory 
of  merchandise  was  owned,  now  the  firm  has  figuratively  re- 
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moved  the  goods  to  a  second  "warehouse,"  not  necessarily  the 
same  size,  called  "trade  debtors,"  and  has  refilled  the  first  ware- 
house. 

The  same  merchandise  costs  have  passed  through  both  ware- 
houses. Since  the  gross  profit  in  the  trade  debtors  accounts 
must  be  deducted  from  the  second  warehouse  to  pay  operating 
expenses  as  it  is  collected,  the  problem  becomes  one  of  deter- 
mining the  rate  of  flow  of  goods  at  cost  through  the  two  ware- 
houses. Both  inventories  contain  the  same  identical  elements  as 
a  common  denominator,  namely,  merchandise  at  cost.  By 
merging  the  two  funds  into  one  large  "warehouse"  containing 
the  two  like  elements,  the  rule  becomes  easy  of  application  from 
a  purely  mathematical  standpoint. 


Composite  Turnover  of  Merchandise  and  Receivables. 

Three  credit  rules  may  be  taken  from  these  inventory-at-cost 
and  receivables-at-cost  turnovers.  First,  a  "composite"  turn- 
over may  be  determined,  meaning  the  number  of  days  required 
to  convert  the  two  entire  "inventories"  into  cash.  The  con- 
cept of  the  composite  turnover  follows  the  one  used  in  account- 
ing parlance  where  the  turnover  of  working  assets  is  contem- 
plated and  is  found  by  comparing  the  average  merchandise  plus 
the  average  receivables  with  the  total  cost  of  sales  per  year.'* 

To  secure  the  "composite"  turnover  of  merchandise  inven- 
tory-at-cost plus  trade  debtors-at-cost,  divide  the  sum  of  the 
two  into  the  cost  of  sales.  The  resultant  gives  the  average 
length  of  time  required  to  turn  the  two  funds  thus  merged  into 
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Lnder  the  old  accounting  rule  of  dividing  sales  by  inventory-at-cost, 
and  receivables  (cost  plus  gross  profit),  a  mathematically  erroneous  answer 
IS  derived  because  of  the  fact  of  the  attempt  to  secure  a  ratio  of  unlike 
factors.  Sales  (which  is  cost  plus  gross  profit)  should  not  be  contrasted 
with  merchandise  at  cost.  The  answer  would  be  an  inflated  turnover  figure 
for  the  merchandise,  an  error  which  exists  in  business  but  should  not  be 
tolerated  in  scientific  studies.  Sales  may  be  contrasted  with  receivables  as 
both  elements  are  homogeneous  in  the  fact  that  both  contain  the  cost  of 
sales  plus  a  mark-up.  The  answer  would  be  a  turnover  of  trade  debtors 
^r  period,  a  correct  mathematical  figure,  and  a  highly  useful  control  factor. 
But  to  attempt  to  secure  a  true  turnover  by  dividing  sales  (a  cost  plus  a 
mark-up  item)  by  a  combination  of  two  heterogeneous  elements  of  inventory 
(a  cost  Item)  plus  trade  debtors  (a  cost  plus  a  mark-up),  is  an  impossibility. 
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the  liquid  form  of  cash.  A  cost  of  sales  of  $ioo,(X)0  per  year 
with  a  merchandise  turnover  of  4  turns  per  year,  will  give  an 
average  inventory  of  $25,000. 

Sixty  days'  net  credit  to  customers  will  result  in  6  turns 
per  year  for  trade  debtors-at-cost,  or  an  average  amount  out- 
standing of  $16,667.  The  rate  of  turnover  of  the  combined 
(cost)  funds  would  be  the  cost  of  sales,  $100,000,  divided  by 
$41,667,  which  gives  the  composite  turn  of  2.4  times  per 
year,  or  once  every  150  days,  a  period  longer  than  the  required 
length  to  turn  either  the  merchandise  or  the  receivables  sepa- 
rately. 

This  is  equivalent  to  saying  that  funds  must  pass  through 
merchandise  requiring  90  days,  and  secondly,  through  the  re- 
ceivables, requiring  60  days,  or  a  total  of  150  days  for  both. 
Since  it  requires  150  days  to  complete  the  cycle  from  merchan- 
dise to  customers'  accounts  and  back  to  cash,  it  follows  that  in 
the  60  days  allowed  by  creditors,  60/150  of  the  cost  value  will 
have  been  collected  from  the  two  funds. 

Overhead  Fund  Omitted — Overhead  is  again  omitted 
from  the  computation  as  this  fund  is  not  normally  usable  for 
paying  trade  creditors.  At  the  end  of  the  60-day  period  ex- 
tended by  creditors,  $16,667  will  have  been  collected  for  current 
debt  payment.  Since  the  business  is  self -liquidating  to  the 
extent  of  $16,667,  which  is  the  sum  collected  in  60  days,  all  of 
the  remaining  current  assets  must  be  owned  outright  by  pro- 
prietorship or  secured  by  outside  loans,  if  wholesale  credit 
terms  are  fully  observed.  If  the  mark-up  on  sales  is  ^^  1/3%, 
the  average  receivables  would  total  $25,000  ($16,667  + 
$^'333)  and  the  balance  sheet  would  appear  as  follows: 

Balance  Sheet 

Inventory $25»ooo        Payables,  60  days $16,667 

Receivables-at-Cost 16 ,  667  Proprietorship ,  .                    22222 

Gross   Trading   Profit   in  ^^'^'^'^ 

Receivables ^,333 

$50,000  $50,000 
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With  a  turnover  of  current  assets  of  2.4  and  of  current  lia- 
bilities of  6  times  per  year,  the  same  figure  of  creditor  '*load'* 
or  accounts  payable  is  secured  2.4/6  X  41.667  =  $16,667, 
with  the  same  conclusion  as  to  the  required  investment.  The 
required  liquidity  ratio  is  three  to  one. 

The  Direct  Rate  of  Turnover  of  Receivables  and  Pay- 
ables— The  second  rule  states  that  creditors  will  carry  that  por- 
tion of  the  accounts  receivables-at-cost  which  the  inverse  rate 
of  turnover  of  payables  bears  to  the  rate  of  turnover  of  the 
receivables-at-cost,  or,  it  may  be  found  in  the  direct  ratio  of  the 
number  of  days  of  credit  extended  by  wholesalers  to  the  num- 
ber of  days  of  credit  extended  to  customers. 

The  sole  source  of  cash  receipts  is  from  trade  debtors,  due 
to  the  fact  that  sales  turn  into  credit  claims.  Creditors  can  be 
expected  to  carry  that  absolute  amount  of  debt  which  the  busi- 
ness itself  can  realize  from  collect ions-at-cost,  during  the  period 
in  which  wholesale  credit  is  extended.  If  in  a  given  period  of 
time  these  collections  are  not  sufficient  to  extinguish  the  entire 
amount  of  indebtedness  created  to  carry  a  given  amount  of 
assets,  the  owner  must  again  supply  the  deficiency  created  by 
the  slowness  of  the  turnover  of  the  assets  carried  by  the 
business. 

In  the  case  above  the  total  yearly  collections  of  receivables- 
at-cost  amount  to  $100,000  per  year,  $8,333  per  month,  or 
$16,667  in  60  days.  Purchases  will  have  been  made  at  the 
same  rate  as  the  monthly  cost  of  sales,  thus  creating  new  obli- 
gations ratably  with  the  buying  and  the  selling  of  goods.  A 
perpetual  inventory  of  $25,000  will  be  carried;  receivables-at- 
cost  will  average  $16,667;  gross  trading  profit  advanced  will 
average  $8,:^23^  making  a  total  of  $50,000  in  current  assets. 
Since  collections  in  60  days  amount  to  only  33  1/3%  of  the 
entire  value  of  the  assets,  the  remaining  66  2/3%  must  be  in- 
vested by  the  owners  or  secured  from  outside  loans. 

The  creditors,  in  this  case,  will  carry  a  load  equivalent  to 
the  amount  of  receivables-at-cost.    This  fact  is  due  to  the  rate 
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of  turnover  of  receivables-at-cost  of  6  times  per  year  compared 
to  a  like  turnover  of  payables.  The  investment  of  the  owner 
will  equal  the  merchandise  and  the  expense  fund,  equal  to  the 
mark-up  on  the  receivables,  or  a  total  of  $33,333,  as  in  the  pre- 
vious case  developed  by  the  composite  rule. 

The  Turnover  of  Merchandise  and  Payables The  third 

rule  states  that  the  creditors  will  carry  that  portion  of  the  inven- 
tory which  the  rate  of  turnover  of  the  payables  bears  to  the  rate 
of  turnover  of  the  inventory.  By  comparing  the  turnover  of 
payables  to  the  turnover  of  merchandise,  naturally  an  identical 
result  will  be  secured.  Here  the  turnover  of  the  merchandise 
simply  furnishes  a  mathematical  equivalent  for  the  turnover  of 
receivables  because  of  the  exact  dependence  of  the  rate  of  the 
former  upon  the  latter.  In  the  above  illustration,  the  inventory 
of  $25,000  turned  4  times  per  year,  or  once  every  90  days,  and 
payables  turned  once  every  60  days,  giving  a  direct  ratio  of  the 
latter  to  the  former  of  2  to  3.  If  it  requires  90  days  to  complete 
the  turnover  of  the  inventory  and  the  payables  complete  their 
cycle  in  60  days,  it  means  that  the  values  received  from  the 
revolution  of  the  merchandise  will  pay  only  two-thirds  of  their 
own  cost,  or  $16,667.  This  is  the  extreme  amount  available  for 
debt  payment  in  this  given  situation,  and  the  owner  must  sup- 
ply the  balance,  or  $33,333.  Only  in  cases  where  the  rates  of 
turnover  of  merchandise  or  receivables  change  will  a  different 
result  be  secured. 

The  Financing  of  Other  Assets.— All  other  assets,  such 
as  cash,  securities,  prepaid  insurance,  and  other  similar  items 
used  in  merchandising  and  the  plant  investment,  must  be  added 
to  the  items  carried  by  the  owner. 

If  we  let  L  equal  the  amount  of  credit  (in  dollars)  which 
the  business  can  carry,  A  equal  the  value  of  merchandise-at-cost 
plus  receivables-at-cost,  TIV  the  composite  rate  of  turnover  of 
these  two  items,  and  tp  the  number  of  payables  per  period  then 


CHAPTER  XIV 
CONTROL  OVER  WORKING  CAPITAL  (Continued) 

Working  Capital  Rule  Proved  by  Ledger  Practice The 

general  rule  for  proving  the  working  capital  requirements  of  a 
commercial  concern  can  be  proved  by  carrying  a  series  of  trans- 
actions through  a  system  of  ledger  accounts.  A  concern  with 
an  average  (perpetual)  inventory  of  $75,000,  which  turns  3 
times  per  year,  or  one  turn  every  four  months,  all  sales  made 
on  60-day  credit  (an  average  turnover  of  6  times  for  receiv- 
ables per  year),  a  gross  trading  profit  of  33  1/3%  on  sales, 
and  90-day  credit  from  wholesalers,  would  have  a  balance  sheet 
as  follows,  according  to  the  rule  as  developed  in  the  preceding 
chapter : 

Balance  Sheet — X  Company 

Inventory $  75 ,cxx>''      Accounts  Payable $  56, 250 

Receivables-at-Cost 37 , soov     Net  Worth 80,000 

Gross  Trading  Profit  in 

Receivables 18, 750^ 

Miscellaneous  Current 

Assets S,ooo»/ 

$136 » 250  $136,250 

A  merchandise  turnover  of  3  times  per  year  would  give  a 
cost  of  sales  of  $225,000.  A  mark-up  on  sales  of  33  1/3% 
would  result  in  a  gross  trading  profit  of  $112,500,  on  a  total 
sales  of  $337,500.  With  a  credit  extension  to  customers  of 
60  days  net,  the  average  outstanding  receivables  at  any  time, 
assuming  a  non-seasonal  business,  would  amount  to  $56,250, 
divided  into  two  portions:  (i)  receivables-at-cost  of  $37,500, 
and  (2)  gross  trading  profit  in  receivables  of  $18,750. 

If  the  gross  profit  be  required  to  cover  operating  expenses, 
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the  composite  turnover  of  the  receivables-at-cost  and  the  mer- 
chandise-at-cost  would  be  twice  per  year  ($225,000  -^  $112,- 
500).  With  a  turnover  of  payables  of  4  times  per  year  (90-day 
credit),  an  inverse  ratio  of  2  to  4  is  secured  by  comparing  the 
payables  rate  to  the  asset  rate,  or,  expressed  in  time,  90  days 
extended  by  wholesalers  compared  with  180  days  required  to 
turn  the  assets  into  cash.    Creditors  can  safely  carry  an  amount 
equal  to  one-half  of  the  merchandise  plus  the  cost-of -receiv- 
ables, or  $56,250.  The  balance  of  the  inventory  and  receivables- 
at-cost;  the  gross  trading  profit  on  the  receivables,  $18,750; 
plus  the  miscellaneous  assets,  $5,000,  or  a  total  of  $80,000,' 
must  be  invested  by  the  owner  in  order  to  carry  such  a  business 
through  an  average  year  at  the  rates  of  turnover  indicated. 
The  ledger  of  such  a  concern  will  reflect  the  identical  situation 
of  the  required  investment  in  working  capital,  of  accounts  pay- 
able carried,  of  the  size  of  the  average  inventory,  receivables 
and  miscellaneous  assets. 

No.  I.    Merchandise  Account 


Jan.  I 
Jan.  30 
Feb.  28 
Mar.  30 


Purchases . 
Purchases. 
Purchases. 
Purchases. 


Balance. 


$  75.000 

18,750 
18,750 
18,750 


S131.250 


I  75.000 


Mar.  30 


30 


I 


Cost   of   Sales   to 

Close 

Balance 


S  56,250 
75.000 


$131,250 


No.  2.    Accounts  Payable  Account 


Mar.  30 

30 
30 


In  full  cash  from 

collections 

From  Proprietor. . 
Balance 


Purchases 
Purchases 
Purchases 
Purchases 


Bal.  Forward , 


$  75.000 

18,750 
18,750 
18,750 


$131,250 


I 


$  56.250 
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No.  3.    Accounts  Receivable 


Jan. 

30 

30 

Feb. 

28 

28 

Mar. 

30 

30 

Cost  of  Sales. 
Gross  Profit . 
Cost  of  Sales. 
Gross  Profit . 
Cost  of  Sales. 
Gross  Profit . 


Balance  Forward 


$  18,750 

9.375 
18,750 

9.375 
18,750 

9.375 

Mar.  30 
30 

S  84,375 

$  56,250 

Collections  of  Cost 
Jan.  Sales 

Collection  of  Gross 
Profit,  Jan.  Sales 

Bal.  Forward. . . . 


I  18,750 

9.375 
56,250 


%  84.37s 


No.  4.    Sales  Account 


Mar.  30 


To  Profit  &  Loss 
Acct 


%  84,375 

Jan.  30 
Feb.  28 
Mar.  30 

s  84,375 

Sales. 
Sales. 
Sales. 


$  28,125 
28,125 
28,125 


$  84,37s 


No.  5.    Expense  Account 


Jan.  30 
Feb.  28 
Mar.  30 


Charged  to  Cus- 
tomers  

Charged  to  Cus- 
tomers   

Charged  to  Cus- 
tomers  


%    9,375 

Mar.  30 

9,375 

9.375 

$  28,125 

Closed  to  Profit  & 
Loss 


$  28,125 


S  28,125 


No.  6.    Cash  Account 


Jan.     I 

From  Proprietor. . 

$    5.000 

Jan.  30 

Expenses  paid  by 

30 

From  Proprietor 

Proprietor 

^    9. 375 

for  Expenses. . . 

9.375 

Feb.  28 

Expenses  paid  by 

Feb.  28 

From  Proprietor 

Proprietor 

9.375 

for  Expenses. . . 

9.375 

Mar.  30 

Expensespaidfrom 

Mar.  30 

Collections  from 

Collections. . . . 

9.375 

Customers 

28,125 

Mar.  30 

Accounts  Payable 

18,750 

Bal.  Forward .... 

30 

Balance 

S.ooo 

$  51.875 

«  51.875 

$    5.000 
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Mar.  30 
30 


Cost   of   Sales 
months 

Expenses  charged 
as  Gross  Profit 
to  Customers. 


S  56,250 

Mar.  30 

28,125 

%  84,375 

Sales  3  months. 


%  ^A,37S 


%  84,375 


No.  8.    Net  Worth  Account 


Mar.  30 


Balance . 


$  80,000 

Jan.     I 

30 
Feb.  28 
Mar.  30 

$  80,000 

■*■ 

Cash  (Initial)... 
Cash  for  Expenses 
Cash  for  Expenses 
Cash  for  Accounts 
Payable 


5.000 
9.375 
9.375 

56,250 


$  80,000 


Trial  Balance,  March  30 


I 
a 

3 


Cash 

Merchandise. 
Receivables. . 


I 
2 


Payables.  , 
Net  Worth. 


$  56,250 
80,000 


$136,250 


What  the  Ledger  Accounts  Show.— The  important  fea- 
tures which  this  ledger  practice  brings  to  our  attention  are  two 
in  number :  first,  the  amount  of  the  necessary  working  capital 
investment,  and  second,  the  date  when  this  investment  must 
be  made  in  full  by  the  owner.  The  simplest  case  is  to  assume 
that  the  full  amount  of  purchases  are  made  on  credit  at  the 
beginning  of  a  stated  period,  and  that  sales  and  purchases  are 
made  concurrently  throughout  the  period,  the  purchases  being 
of  the  same  amount  as  the  monthly  cost  of  sales. 

In  the  above  case  the  ledger  accounts  show  purchases  (No. 
^ )  of  $75,000  on  January  i  and  at  the  rate  of  $18,750  monthly 
thereafter.    The  books  are  closed  quarterly,  in  order  to  clear 
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the  account  of  the  cost  of  sales,  leaving  a  balance  of  inventory 
of  $75,000.    The  quarterly  date  is  not  essential,  as  any  time  of 
closing  will  give  the  same  results.     Sales  account  (No.  4)  is 
credited  monthly  with  sales  with  a  mark-up  of  50%  on  costs. 
This  account  is  closed  into  profit  and  loss  to  clear  on  March 
30.    Accounts  receivable  (No.  3)  is  charged  monthly  with  cost 
of  sales  $18,750,  and  gross  trading  profit  $9,375.     Since  the 
credit  terms  are  60  days  net,  the  January  sales  of  $28,125  will 
not  be  collected  until  March  30.     Of  this  amount  S3  i/37o 
($9»375)   is  payable  for  expense  payment,  and  the  balance 
($18,750)  for  payment  on  accounts  payable.     The  balance  of 
the  accounts  receivable  will  show  (perpetually)  $56,250.    The 
accounts  payable  (No.  2)  shows  a  credit  of  $75,000  January  i ; 
$18,750  will  be  added  for  monthly  purchases  through  March 
30,  giving  a  total  indebtedness  of  $131,250  at  the  latter  date. 
Since  the  terms  are  60  days  net,  the  full  amount  due  at  March 
30,  namely,  $75,000  for  the  January  i  purchases,  must  be  paid. 
Collections  of  the  cost  of  sales  from  trade  debtors  ($18,750) 
for  January  sales  are  available  for  the  purpose;  however,  this 
is  the  only  sum  which  the  business  itself  has  for  debt  payment. 
The  balance  of  $56,250  must  be  supplied  by  the  owner.    This 
is  the  critical  factor  brought  out  by  the  ledger  study. 

The  fact  that  the  case  assumed  represents  purchases  of  the 
entire  inventory  de  novo,  does  not  change  the  fundamental  prin- 
ciple emphasized  previously  that  proprietorship  must  make  up 
any  deficiency  to  creditors  not  supplied  from  collections. 

The  full  inventory  load  of  $75,000  must  be  carried  by  the 
business.  If  only  25%  is  collected  at  the  due  date  of  the  first 
mvoice,  75%  of  the  merchandise  is  the  required  contribution  of 
the  owner.  In  this  case  the  collections  at  cost  during  April  and 
every  month  thereafter  are  equal  to  the  maturing  obligations 
which  were  contracted  during  the  period  60  days  previous 
April  collections  will  pay  for  February  purchases;  May  for 
March,  and  so  on  indefinitely  unless  the  purchase  program  be 
curtailed  through  a  reduction  of  the  inventory.     If  a  greater   • 
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merchandise  load  is  carried,  a  smaller  proportion  of  collections 
will  be  secured  from  customers,  compared  to  the  total  new  in- 
ventory, which  is  the  reason  why  an  added  investment  (or  bank 
loan)  is  necessary. 

The  expense  account  (No.  5),  debited  with  $9,375  per 
month,  IS  the  same  figure  charged  as  gross  trading  profit  to 
customers.  It  represents  an  investment  by  the  owner  of  60 
days' and  30  days'  expense  money  collected  from  customers  dur- 
mg  the  third  month.  The  expense  fund,  which  must  be  carried 
perpetually  by  the  firm  here,  is  equivalent,  it  will  be  noted  to 
two  months  gross  trading  profit.  During  the  first  60  days'  no 
collections  are  made  from  customers  ;.hence.  the  proprietor  must 
mvest  the  overhead  fund  during  this  time 

The  cash  receipts  (No.  6)  are :    January  i,  $5,000  for  mis- 
cellaneous purposes  permanently  invested  by  the  owner-  Jan- 
uary 30,  $9,375   for  January  expenses  invested  during  the 
month  by  the  proprietor  as  needed;  February  28,  $9,375  from 
he  same  source  and  for  the  same  purpose;  March  30  $28,125 

rSZ  f"TT"'  '"""^  ^"^^  '"°"*'^'  ^'375  of  which 

$,8  ,1        ^'.       '^  '"P""'""'  P"''^  °"'  '^"""g  the  month,  and 
$18750  for  debt  payment  on  the  maturing  obligations. 

sition     Tu    T'^  '°''  ^''°""'  ^^°-  7)  '^fl^«s  the  trading  po- 
sition which  shows  no  profit  earned  and  features  the  exact 

cTtomers  ''  "'  *'  ^"^  *"''"^  P'°«^  ""-S-  *« 

.  The  net  worth  (No.  8)  shows  the  dates  and  amounts  of 
necessary  cash  comributions  of  the  proprietor.  Th7extnse 
payments  would  be  made  currently  throughout  the  Z^nl 
going  concern.  The  $56,250  would  be  made  in  a'^sTfes "f 
Er •^Vt:H^r °^^--  ^^^  ^-^-  interval  fZthI 

on/H:fam:^SLr;:?^^^^^^ 

fonships  of  purchases,  collections,  expenses  and  tl^emstn 
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account  would  persist.  The  proprietor's  contribution  will  al- 
ways be  reflected  in  the  deficiency  of  three  accounts :  ( i )  the 
miscellaneous  item,  which  is  normally  represented  by  cash  and 
prepaid  expenses;  (2)  the  operating  expenses  required  to  carry 
the  business  until  the  collections  "catch  up"  and  pay  thfs  cost ; 
^^^  (3)  t^e  shortage  in  the  payables  account,  which,  if  paid  in, 
will  liquidate  all  outstanding  indebtedness  for  goods  bought.  If 
no  credits  are  carried  to  the  proprietor's  account  at  any  time, 
let  us  say  for  a  full  year,  the  excess  credits  in  the  cash  account 
representing  the  necessary  outlay  will  reflect  the  mathematical 
shortage  which  the  owner  should  have  made,  and  it  holds  for 
all  cases,  regardless  of  the  rates  of  turnover  or  the  length  of 
credits  granted  to  customers  or  granted  by  wholesalers. 

Budget  of  Purchases,  Sales  and  Collections A  budget 

plan  showing  seasonal  purchases,  sales,  and  collections,  is  pre- 


Pur- 
chases 

Cost  of 
Sales 

Added 
to  In- 
ventory 

Sales 

Collec- 
tions 

Balance 

Month 

Gross 
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Rec.  at 
Cost 

Receiv- 
ables 

Jan.     I 

Jan.  30 

Feb.  28 

Mar.  30 

Apr.  30 

May  30 

June  30 

July  30 

Aug.  30 

Sep.  30 

Oct.  30 

Nov.  30 

Dec.  30 

Jan.  30 

Feb.  28 

Mar.  30 

Apr.  30 

May  30 

$          0 

0 

6,250 

12,500 

8.750 

3.750 

0 

0 

5.000 

15.000 

16,250 

8.750 
0 

0 

6,250 

12,500 

8,750 

3.750 

$         0 

0 

0 

6,250 

12,500 

8,750 

3.750 

0 

0 

5.000 

15,000 

16,250 

8,750 

0 
0 

6,250 
12,500 

8,750 

$          0 

0 

6,250 

12,500 

8,750 

3.750 

0 

0 

5.000 

15.000 

16,250 

8.750 
0 

0 

6,250 

12,500 

8,750 

3.750 

$        0 

0 

0 

3.125 

6,250 

4.375 

1.875 
0 

0 

2,500 

7.500 

8,125 

4.375 

0 
0 

3.125 
6,250 

4.375 

$         0 

0 
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6,250 

12,500 

8,750 

3.750 
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5.000 

15.000 

16,250 

8,750 

0 
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6,250 
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8,750 

$         0 

0 
0 
0 
0 
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9.375 

18,750 

13.125 

5.625 
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7.500 

22,500 

24.375 

13.125 
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0 
0 

9.375 
28,125 

41 . 250 
37.500 
18,750 
5.625 
7.500 
30,000 

54.375 
60,000 

37.500 
13.125 

9.375 
28,125 
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Figure  18.     Budget  of  Seasonal  Purchases,  Sales,  and  Collections 
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sented  in  Figure  18.  The  general  plan  used  in  budgeting 
seasonal  business  is  the  same  as  that  followed  in  the  ledger 
practice,  shown  earlier  in  the  chapter. 

Use  of  Bank  Loans._At  this  juncture  it  might  be  well  to 
consider  the  question  of  bank  loans  as  they  apply  to  the  larger 
problem  of  required  investment  in  working  assets.     It  is  ob- 
vious to  business  men  and  bankers  alike,  that  the  line  of  credit 
which  a  merchant  can  successfully  carry  will  vary,  not  accord- 
ing to  a  mathematical  fonnula  which  might  obtain  in  any  given 
business  situation,  but  in  line  with  the  general  ability' of  the 
applicant,  and  more  particularly  with  regard  to  his  success  in 
making  profits,  consistently  one  year  with  another.     Hence  it 
is  impossible  to  make  a  generalization  regarding  bank  credit 
because  of  the  many  varied  conditions  under  which  loans  are 
made. 

However,  within  certain  business  conditions  as  governed 
by  the  stock  turnover,  volume  of  sales  and  the  owner's  invest- 
ment, a  generalization  may  be  made  apropos  of  the  mathemati- 
cal limits  of  short-term  loans. 

Bank  Credit^It  is  a  self-evident  fact  that  any  business 
concern,  if  it  has  a  proper  investment  of  capital,  can  carry  a  line 
of  general  credit  of  a  size  such  that  each  turnover  cycle  of 
working  assets  will  clear  the  maturing  debt  created  to  carry 
the  self-same  amount  of  assets.  It  is  just  as  obvious  that  the 
same  business  can  safely  borrow  an  amount  at  the  bank  which 
It  can  always  repay  in  full,  at  the  time  stated  in  the  loan 
contract. 

If  receipts  are  insufficient  to  cover  the  loan  at  maturity  one 
of  three  things  usually  will  happen:  (i)  the  loan  is  renewed 
and  the  banker  becomes,  temporarily  at  least,  an  investor  in 
the  business;  (2)  the  inventory  is  reduced  or  the  accounts 
receivable  cut  down  by  better  collection  or  through  the  short- 
ening of  the  credit  terms;  (3)  the  general  creditors  are  held  up 
in  their  payments  until  the  bank  loan  has  been  liquidated. 
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Under  the  latter  circumstances  the  creditors  assume  the  role 
of  investors  in  the  business. 

In  a  non-seasonal  business,  where  the  collections  (at  cost) 
are  sufficient  to  cover  the  maturing  current  debts,  no  additional 
sums  are  available  for  repaying  bank  loans  so  long  as  a  constant 
inventory  is  kept  and  receivables  are  not  reduced  as  outlined 
above.  If  the  merchant,  under  these  rather  simple  conditions, 
has  failed  to  invest  a  sufficient  amount  to  make  his  business 
"self -liquidating,"  and  borrows  from  the  bank  to  cover  his 
deficient  capital  (called  a  proprietory  or  capital  loan),  the 
banker  is  permanently  in  the  position  of  a  part  owner,  espe- 
cially if  the  profits  are  withdrawn  as  earned. 

Reinvested  Profits  and  Bank  Loans. — Profits  reinvested  in 
the  business  are  available  for  repayment  of  bank  loans,  and  if 
bank  loans  have  been  made  for  carrying  a  part  of  the  "pro- 
prietory" investment,  other  conditions  pertaining  to  the  cur- 
rent assets  remaining  the  same,  it  follows  that  the  loan  can  be 
repaid  only  out  of  profits  as  earned  and  reinvested  if  the  nor- 
mal assets  are  carried.  There  will  be  no  other  source  of  funds 
for  the  liquidation  of  such  loans.  If  all  collections  are  required 
to  liquidate  the  payables  as  the  latter  fall  due,  from  what  source 
may  funds  be  secured  with  which  to  repay  the  notes? 

Seasonal  Financing—The  mistake  should  not  be  made  of 
assuming  that  this  generalization  applies  to  seasonal  financing 
or  to  the  working  capital  requirements  of  a  concern,  the  sales 
of  which  are  of  pronounced  irregularity  throughout  the  year. 
The  formula  for  working  capital  requirements  as  here  devel- 
oped gives  emphasis  to  the  undesirableness  of  making  so-called 
capital  loans,  and  of  the  necessity  of  limiting  credit  to  mer- 
chants for  seasonal  requirements.  It  is  an  unwritten  law  among 
many  bankers  to  refrain  from  making  capital  loans  even  to 
successful  concerns,  and  practically  to  refuse  them  outright 
where  the  applicant  is  starting  in  a  new  field  of  business,  where 
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the  concern  has  not  proved  its  ability  to  carry  its  capital  require- 
ments. 

Capital  Loans. — The  true  function  of  commercial  banks 
is  to  supply  temporary  funds  to  commercial  firms  in  order  that 
the  latter  may  bridge  the  period  of  time  required  to  convert  its 
added  inventory  load  into  cash.  It  is  not  contemplated  that 
commercial  banks  should  carry  the  capital  load  by  remaining  a 
permanent  investor  in  any  concern. 

The  proof  of  a  liquid  condition  and  a  balanced  ratio  be- 
tween inside  and  outside  equities  in  working  assets,  is  found  in 
the  ability  of  a  borrower  to  pay  off  completely  his  bank  loans  at 
least  once  a  year.  Failure  completely  to  liquidate  his  loans  on 
this  basis  is  indicative  of  an  insufficient  working  capital.  Fail- 
ure to  turn  completely  the  inventory  and  the  receivables  into 
cash,  indicates  lack  of  cooperation  on  the  part  of  the  purchasing 
and  credit  departments,  respectively. 

All  creditors,  including  bankers,  inevitably  become  "part- 
ners" if  their  credits  are  continually  in  use  in  carrying  a  finan- 
cial load  that  rightfully  belongs  to  the  owners.  The  creditors 
not  only  finance  the  "peak"  load  of  the  seasonal  requirements 
but  also  the  off-season  load ;  hence  they  are  subject  to  the  full 
hazards  of  the  business.  If  the  axiom  of  the  commercial  banker 
regarding  non-capital  loans  is  correct,  then  it  follows  that 
all  money  required  to  carry  a  business  for  the  off-season  re- 
quirements should  be  supplied  from  investment  sources.  If  a 
part  of  this  fund  is  supplied  at  normal  commercial  rates,  the 
bankers  and  creditors  as  well  are  unknowingly  taking  a  capital 
risk,  with  none  of  the  compensating  factors  of  participation  in 
management,  or  securing  a  return  of  sufficient  amount  to 
equalize  the  risk  involved. 

If  in  the  initial  financing  of  a  business,  or  in  its  subsequent 
growth,  the  fundamental  structure  is  such  that  at  the  low  point 
in  seasonal  activity,  the  demand  for  funds  is  greater  than  the 
permanent    investment    in    the    working   capital    as    supplied 
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through  the  flotation  of  long-term  securities,  the  reinvestment 
of  profits,  and  the  reinvestment  of  various  types  of  reserves  it 
is  necessary  that  the  net  worth  be  increased  to  the  point  where  it 
will  approximate  the  capital  requirements,  as  indicated  by  the 
budgetary  plan  brought  out  through  the  working  out  of  the 
rule,  developed  earlier  in  the  chapter. 

Credit  Limits  for  Bank  Loans._If  the  owner  has  made 
a  sufficient  investment  to  carry  the  current  assets  through  the 
normal  season,  and  if  bank  loans  are  limited  to  seasonal  re- 
quirements, the  problem  of  working  capital  requirements  for  a 
seasonal  business  consists  of  two  parts :  ( i )  the  calculation  of 
the  capital  outlay  needed  for  the  off-peak  months,  which  would 
be  that  required  for  the  entire  year;  and  (2)  the  budgeting  of 
purchases  and  expenses  and  the  required  bank  loans  needed  to 
carry  the  peak  load.  In  short,  the  seasonal  financing  is  superim- 
posed upon  the  normal  financing,  and  as  such  can  be  handled  as 
a  separate  problem. 

If  the  "seasonal"  business  is  done  on  substantially  the  same 
general  credit  conditions  as  the  off-peak  business,  the  budget  of 
bank  loans  can  be  planned  by  taking  into  account  the  amount  of 
the  added  monthly  purchases  and  expenses,  together  with  the 
time  required  to  convert  the  same  items  into  means  of  payment. 
The  bank  loans  function  in  this  case  in  the  same  way  as  the 
investment  of  the  owner.     The  seasonal  business  usually  is 
self -liquidating  in  the  same  way  and  to  about  the  same  extent  as 
the  normal  business.    If  it  requires  180  days  from  date  of  in- 
voice to  the  date  of  collections  to  turn  a  line  of  seasonal  goods 
and  the  wholesaler  must  be  paid  at  the  end  of  90  days,  a  budget 
plan  can  be  worked  out  showing  the  seasonal  loan  requirements, 
and  the  percentage  of  the  new  business  which  can  safely  be  ear- 
ned on  wholesale  credit  as  compared  with  bank  loans      (See 
Figure  19.) 


CHAPTER  XV 

CONTROL  OVER  OPERATIONS— PROFIT  AND 

LOSS  STATEMENTS 

Control  Function  of  Operating  Statements A  note- 
worthy measure  of  control  may  be  exercised  over  operating 
efficiency  through  the  use  of  the  profit  and  loss  and  manufac- 
turing statements  that  feature  the  final  results  of  the  buying, 
processing,  selling,  administrative,  and  financial  activities  of  a 
business  for  a  given  period.  If  properly  drawn  up  and  ana- 
lyzed, these  statements  may  be  used  in  a  dual  capacity,  first,  as 
a  means  of  internal  analysis  and  control,  and  second,  as  sup- 
plementary credit  information  used  by  credit  men  and  bankers. 

The  ordinary  profit  and  loss  statement  has  been  used  for  a 
considerable  period  of  time  as  the  chief  means  for  detecting 
causes  for  departmental  losses  or  gains  within  a  business.  It 
is  only  of  late  years  that  these  statements  have  been  supple- 
mented to  any  great  extent  by  statistical  data  and  budget  re- 
ports. As  a  system  of  control  used  in  conjunction  with  the 
usual  budgetary  system,  the  analyzed  manufacturing  and  profit 
and  loss  statements  add  critical  information  that  is  indispen- 
sable for  the  correlating  of  all  the  data  that  directly  record 
merchandising  and  financial  facts. 

While  the  budget  report  tells  management  what  should 
happen  in  terms  of  volume  of  business,  purchases,  manufactur- 
ing costs,  departmental  expenses,  etc.,  and  also  what  has  hap- 
pened to  each  unit  of  activity  in  the  business,  it  is  the  function 
of  the  operating  statements  to  tell  the  completed  story  of  the 
business  as  a  whole  as  distinguished  from  a  fragmentary  story 
of  standard  estimates  and  performance  as  given  by  the  budget 
reports. 

These  statements  furnish  a  starting  point  for  a  more  de- 
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tailed  analysis  of  the  physical  plant  conditions  that  are  directly 
responsible  for  faulty  performance  as  reflected  in  the  state- 
ments, and  while  the  use  of  budgets  gives  a  reliable  check  over 
sales,  purchases,  materials,  labor  and  manufacturing  expense 
and  departmental  expense  quotas,  and  also  affords  an  index 
of  the  efficiency  and  departmental  performance,  there  is  need 
for  a  general  report  that  assembles  all  these  data  and  measures 
the  specific  productivity  of  each  integral  part  of  the  business. 

In  any  business  concern  one  of  the  most  important  things 
that  management  will  require  is  an  eflFective  device  that  will 
correlate  all  the  activities  of  the  business  and  show  the  effec- 
tiveness of  the  control,  not  over  the  separate  operating  depart- 
ments as  isolated  parts,  but  over  the  entire  business  as  a  going 
concern. 

In  the  last  analysis  the  success  of  any  departmental  officer 
can  be  measured  in  terms  of  his  specific  contribution  to  financial 
progress,  either  in  income  earned  or  expense  saved. 

Profit  and  Loss  Statement. — It  is  the  primary  purpose  of 
the  operating  statements  to  control  all  of  the  elements  that  enter 
directly  into  the  making  of  net  profits.     In  simple  form  an 

A.  B.  C.  Company 
Profit  and  Loss  Statement 

% 

Sales  for  Year $575, 000    100.00 

Cost  of  Goods  Sold 483 ,000      84 .  00 

Gross  Trading  Profit $  92,000      16.00 

Selling  Expenses $28,750  5.00 

Administrative  Expenses 23 ,000  4.00 

Financial  Expenses 11 ,  500  2 .00 

Total  Expenses 63 ,  250      11 .00 

Net  Trading  Profit. $  28,750        5.00 

Profit  Sale  Securities 5)O0O 

Less  Loss  Sale  Real  Estate 4)Ooo 

Net  Extraneous  Gain i  ,000 

Net  Profit  for  Period $  29,750  5.2 
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operating  statement  shows  total  income  received  from  all 
sources,  from  which  are  deducted  the  trading,  financial,  and 
miscellaneous  costs  and  expenses  incidental  to  the  procuring  of 
the  revenue.  A  typical  profit  and  loss  statement  is  shown  on 
the  preceding  page. 

Reduced  to  the  lowest  terms  a  profit  and  loss  statement 
may  be  said  to  consist  of  five  features : 

1.  Principal  or  Operating  Income 

2.  Principal  or  Operating  Costs  and  Expenses 

3.  Principal  or  Operating  Profit 

4.  Outside  Income  and  Expenses 

5.  Net  Profit  or  Surplus  for  Period 

The  above  statement  shows  that  from  the  total  principal 
income  on  sales  amounting  to  $575,000,  there  was  deducted  the 
costs  of  sales  $483,000,  and  expenses  of  $63,250  which  left  an 
operating  profit  of  $28,750,  or  5%  of  the  total  sales.    The  out- 
side income,  or  the  minor  activities  of  the  business,  returned  an 
additional  $1,000,  thus  making  a  total  net  profit  of  $29,750,  or 
5.2%  on  sales.     The  extraneous  income  and  expense  items 
"were  annexed"  to  the  profit  and  loss  statement  and  not  re- 
ported directly  in  the  surplus  statement,  as  these  outside  activi- 
ties were  a  part  of  the  economic  factors  that  caused  a  change 
in  the  financial  status  of  the  business.    As  the  operating  state- 
ment should  reflect  all  the  dynamic  factors  that  cause  changes 
in  the  financial  position,  it  should  include  all  extraneous  items, 
even  though  they  are  merely  incidental  to  the  major  activity  of 
the  business,  which  is  the  buying,  processing,  and  selling  of 
merchandise.     Considered  from  another  viewpoint  the  oper- 
ating statement  reflects  a  twofold  classification  of  business 
data : 

I.  Economic  Income  II.  Economic  Outgo  or  Costs 

(a)  Major  Activities  (a)  Major  Activities 

(b)  Minor  Activities  (b)  Minor  Activities 

III.  Net  Economic  Gain  or  Loss 
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Thus  considered,  the  profit  and  loss  statement  shows  the 
allotment  of  the  proceeds  received  from  sales.  The  costs  repre- 
sent the  part  expended  and  paid  to  outsfders  to  secure  the  net 
surplus  which  is  the  only  portion  remaining  in  the  firm  to 
permanently  increase  its  resources. 

Relationship  Between  Profit  and  Loss  Statement  and 
Balance  Sheet. — The  net  gain  or  loss  is  the  only  economic  fac- 

FiRST  Balance  Sheet 

Current  Assets $250,000 

Fixed  Assets .*.'.'*     4cx5'ooo 

$650,000 

Current  Liabilities I125  000 

Fixed  Liabilities 200000 

Capital  Stock 2oo,'ooo 

Surplus 125,000 

$650,000 

Profit  and  Loss  Statement 

Sales $900,000 

Cost  of  Sales 700,000 

Gross  Profit $200,000 

*^^^^ises 100,000 

To  Surplus $100,000 

Second  Balance  Sheet 
Current  Assets t,^-  -»«« 

F«edAssets I.::: i::::::: !  I";^ 

$700,000 

Current  Liabilities ^jqq  qqq 

Fixed  Liabilities t7c  'on^ 

capitaistock :::.::::: ::::;  J^;:s 

Surplus I2C  000 

Net  Gain i::!  J^ 

$700,000 
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tor  that  can  change  the  surplus  appearing  in  the  balance  sheet ; 
any  alteration  in  this  account  not  found  in  the  income  state- 
ment should  be  investigated  to  ascertain  if  the  change  has  been 
brought  about  by  legitimate  bookkeeping  adjustments  or  has 
come  from  a  manipulation  of  the  accounts.  In  a  normal  case 
the  only  major  changes  in  the  surplus  accounts  come  through 
profits  or  losses  as  shown  by  the  statements  above. 

Had  the  second  balance  sheet  shown  a  greater  surplus  than 
$225,000,  it  would  have  been  the  result  of  a  false  inflation  of 
assets  or  a  false  decrease  in  liabilities.  If  a  full  operating  loss 
is  not  reflected  in  the  surplus  account  after  closing,  the  con- 
clusion may  be  drawn  again,  that  the  accounts  have  been 
manipulated. 

Standard  Statement  Forms — If  properly  constructed  the 
income  statements  should  reflect  the  essential  functional  activi- 
ties of  the  business  covered  in  the  report.  No  single  form  is 
adaptable  to  all  concerns  even  though  they  be  engaged  in  simi- 
lar business  fields,  such  as  manufacturing,  merchandising, 
amusement,  transportation,  etc.  Since  the  prime  function  of 
a  financial  statement  is  control,  it  should  feature  those  elements 
that  are  the  object  of  control  effort,  and  normally  should  reflect 
the  activities  of  the  major  functional  officers  to  whom  opera- 
tional duties  have  been  delegated. 

The  showing  of  departmental  responsibility  should  not 
be  sacrificed  to  form.  If  required  for  external  use,  say,  credit 
purposes,  a  standard  form  may  be  used  and  the  data  rearranged 
to  fit  such  a  need.  However,  the  internal  purpose  should  ordi- 
narily be  considered  of  prime  importance.  There  is  a  growing 
tendency  in  the  business  world  toward  standardization  of  ex- 
ternal reports. 

Profit  and  Loss  Standards — A  more  searching  analysis 
will  reveal  that  the  net  profit  above  is  the  result  of  four  vari- 
ables, viz.,  (i)  sale  price  of  goods  sold,  (2)  physical  volume 
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of  goods  sold,  (3)  the  unit  cost  of  the  goods  sold,  and  (4)  the 
fixed  and  variable  expenses  utilized  in  conducting  operations. 
All  four  factors  are  mutually  interdependent;  and  in  order  to 
show  a  net  profit,  they  must  bear  a  definite  relationship  to  each 
other.  No  one  factor  may  change  absolutely  without  resulting 
in  a  direct  variation  in  the  per  cent  of  all  remaining  items  to 
that  factor,  even  though  they  remain  constant  in  amount.  Sales 
expenses,  for  example,  may  be  10%  of  a  sales  volume  for  one 
year,  but  if  the  sales  prices  of  the  goods  are  changed,  or  if  the 
volume  of  trade  is  altered,  the  per  cent  of  expenses  to  sales 
totals  will  become  out  of  line,  and  a  direct  variation  in  net 
profits  will  result.  The  same  is  true  of  the  other  factors  of 
expense  in  their  relationship  to  sales. 


Rex  Baking  Company 


1926-1927 


Gross  Sales 

Less  Sales  Returns  and  Allowances 


Net  Sales 

Less  Cost  of  Goods  Sold. 


Gross  Profit  on  Sales. 
Less  Selling  Expenses. 


Net  Profit  on  Sales 

Less  General  and  Administrative 
Expenses 


1925 


$241,718.00 
1,876.00 


239,842.00 
197.567  30 


1926 


Increase  or  De- 
crease* from  1926 


Amount 


$261,817.00 
2,178.00 


42,274.70 
24.655.70 


259.639  00 
202,943.15 


Net  Profit  on  Operations. . . 
Less  Net  Financial  Expense. 


Fire  Loss 

Net  Profit  or  Loss**  for  Year. 


17,619.00 
12,938.00 


4,681.00 
8,632.00 


*• 


3.951  00 
1,200.00 


$** 


5.15100 


56,695.85 
25,622.10 


31.073. 75 
13.439  90 


$20,099.00 
302.00 


19.797  00 
5.375-85 


14,421.15 
966.40 


% 


831 
16.09 


8.25 
2.72 


34  II 
3  92 


13.454  75 
501.90 


17.633.85 
5.939  00 


11,694.85 


$  11,694.85 


12,952.85 
*2,693.oo 


15,645  85 

*I,200.00 


$16,845.85 


76.36 

3  88 


276.71 
31.19* 


100.00' 


327  04 


Figure   20.    Comparative  Profit  and  Loss  Statement,   Showing  Variations  in 


Amounts  and  Per  Cents 
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The  important  questions  raised  from  a  control  standpoint, 
if  a  change  in  the  items  has  occurred  between  periods,  are :  ( i ) 
what  factor  or  group  of  factors  have  become  out  of  line  in 
relation  to  the  other  factors ;  (2)  the  causes  for  the  change ;  (3) 
what  factor  or  group  of  factors  have  improved  relative  to  the 
other  factors;  (4)  the  causes  for  the  changed  position. 

For  example,  in  the  analyzed  comparative  profit  and  loss 
statements  of  the  Rex  Baking  Company  (Figures  20,  21,  and 
22)  which  show  changes  in  amounts  and  per  cents  of  the  vari- 
ous items  of  income  and  expenses,  the  important  problems  that 


Rex  Baking  Company 


1926-1927 


1925 


Gross  Sales 

Less  Sales  Returns  and  Allow- 
ances  


Amount 


1926 


Sales 


Amount 


Net  Sales 

Less  Cost  of  Goods  Sold . 


$241,718.00 
1,876.00 


rrease' 


239,842.00 
197.567.30 


Gross  Profit  on  Sales. . . 
Less  Selling  Expenses. 


■ 


Net  Profit  on  Sales 

Less  General  and  Adniinistra- 
tive  Expenses 


42,274.70 
24.655.70 


ioo.78|$26i,8i7.oo 
o.7»|      2,178.00 


100. ooj  259,639.00 


82.37 


17  63 
10.28 


17.619.00 
12,938.00 


Net  Profit  on  Operations 4, 681 . 00 

Less  Net  Financial  Expenses. . .        8 ,  63  2 .  00 


Fire  Loss 

Net  Profit  or  Loss**  for  Year. 


7-35 
S3 


202,943.15 


56.695.85 
25,622.10 


100.841  0.06 
0.84I  0.06 


100.00 
78.16 


31.073.75 
13.439  90 


4.21* 


I  951     17.633  85 

3  601      5.93900 


3.951  00 
1,200.00 


t" 


5.15100 


1.65I     11,694.85 
0.5 


2.15JI  11,694.85     4.50   6.65 


2.28 


450 


Figure  21.    Condensed  Profit  and  Loss  Statement,  Showing  Per  Cent  of  Each 
Item  to  Net  Sales  and  Increase  or  Decrease  in  Per  Cents 
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present  themselves  to  the  management  are  these :  ( i )  which 
of  the  cost  items  is  out  of  line  or  in  need  of  special  investiga- 
tion; (2)  which  items  are  in  line  and  need  no  further  research; 
(3)  which  items  show  improvement  and  call  for  encourage- 
ment. 

Profit  and  Loss  Statistics. — The  usual  profit  and  loss 
summary  illustrated  by  Figures  20  and  21,  without  efficiency 
standards  fails  to  reveal  whether  the  work  of  the  functional 
officers  for  the  period  is  up  to  par  or  is  something  less  than 
par.  Without  the  use  of  some  reliable  measuring  device  it 
cannot  be  determined  whether  the  gross  profit  margin  is  cor- 
rect; whether  the  individual  selling  expenses  (see  Figure  22), 
the  administrative  expenses,  or  the  financial  expenses  and  in- 
come are  subject  to  censure  or  to  commendation. 

Trade  statistics  of  similar  operating  or  selling  plants  in 
some  cases  can  be  projected  into  a  given  plant  and  used  for 
measuring  purposes  to  determine  which  of  the  factors  are  out 
of  line.  But  exact  similarity  of  plants  is  rare  and  still  more 
rare  is  similarity  between  a  given  plant  and  an  "average"  plant 
postulated  from  "average"  statistics.     In  most  instances  the 

Rex  Baking  Company 

1926-1927 

Selling  Expenses 


Taxes 

Insurance 

Advertising 

Salesmen's  Salaries 

Salesmen's  Traveling  Expenses. 

Miscellaneous  Selling  Expenses 

Total 


1925 


>      117-50 

124.20 

6,382.00 

10,200.00 

6,842.00 

990.00 


$24,655.70 


1926 


Increase  or  De- 
crease* from  1926 


Amount 


\      178.60 

117.50 

6,084.00 

11,340.00 

6,943.00 

959.00 


$25,622.10 


\      61.10 
6.70* 
298.00* 
1,140.00 
101.00 
31  00* 


$    966 . 40 


% 


5200 

5-39* 
4.67* 
II. 17 

1.47 
3.13* 


392 


Figure  22.   (See  following  page) 
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General  Expenses 
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1925 

1926 

Increase  or  De- 
crease* from  1926 

Amount 

% 

OflSce  Salaries 

1  4,850.00 
6,500.00 
628.00 
210.00 
126.00 
310.00 

314  00 

$  4,956.00 
6,500.00 
702.00 
298.00 
218.00 
391.00 

374  90 

$106.00 

74  00 
88.00 
92.00 
81.00 

60  90 

2  18 

Oflicers'  Salaries 

Stationery  and  Printing 

Ofi5ce  Supplies 

11.78 
41.90 
73  01 
26.13 

19  39 

Telephone  and  Telegraph 

Miscellaneous  General  Expense. 
Depreciation  on  Office  Equip- 
ment  

Total 

$12,938.00 

$13,439  90 

$501.90 

3  88 

Financial  Expense  and  Income 


1925 

1926 

Increase  or  De- 
crease* from  1926 

Amount 

% 

Financial  Expense: 

Interest  on  Bonds 

$5,900.00 

881.00 

2,090.00 

865.00 

$4,550.00 
1,151  00 
1,876.00 
1,122.00 

$1,350.00* 
270.00 
214.00* 
257  00 

22  88* 

Interest  on  Notes  Payable 

Discount  on  Sales 

30.64 
10.  24* 
29.71 

Loss  on  Bad  Debts 

9,736.00 

8,699.00 

1,037.00* 

10.65* 

Financial  Income: 
Interest  on  Notes  Receivable.. 

Discount  on  Purcha.ses 

Dividends  on  La  France  Stock 
Interest  on  Bonds 

399  00 
305  00 
400.00 

773  00 
1,077.00 

910.00 

374  00 
772.00 
400.00* 
910.00 

93  73 
253  II 
100.00* 
100.00 

I , 104 . 00 

2,760.00 

1,656.00 

150.00 

Net  Financial  Expense 

$8,632.00 

$5,939  00 

$2,693.00* 

31    20* 

Figure  22.    Showing   Schedules  of  Comparative   Selling  (See  preceding  page)) 
Genera],  and  Financial  Expenses  and  Income 

most  trustworthy  standards  are  those  evolved  from  the  ex- 
perience of  the  plant  which  it  is  desired  to  control. 

The   Budget  a   Standard.— A   fast  developing  standard 
technique  which  is  coming  into  greater  use  as  a  standard  for 


the  predetermining  of  operations  is  the  operating  and  financial 
budget,  a  standard  which  is  consolidated  from  the  best  past  per- 
formance and  which  is  projected  into  the  future  as  a  measure 
of,  and  a  motive  for,  anticipated  improvement.  A  budget  is  a 
continuing  and  progressive  standard  used  in  support  of  the 
operating  statements — continuing  in  the  sense  that  it  coincides 
with  current  operations  and  furnishes  an  ever  present  standard 
usable  at  any  time ;  progressive  in  the  sense  that  it  may  be  cur- 
rently revised  to  reflect  present  changes  in  physical  conditions 
in  the  plant.  A  comparison  between  anticipated  budgetary 
performance  and  the  actual  performance  in  the  profit  and  loss 
statement  will  reveal  in  summarized  form  how  efficiently  oper- 
ated are  the  economic  elements  of  the  business. 

Plan  Where  No  Budget  Is  Employed. — For  the  concern 
that  does  not  operate  under  a  budget  system  but  uses  its  past 
operating  statements  for  determining  current  tendencies,  the 
use  of  a  comparative  profit  and  loss  statement  serves  a  useful 
function  in  diagnosing  good  or  bad  trends,  and  may  be  used  as 
a  point  of  departure  for  analyzing  faulty  conditions  within  the 
various  departments.  The  primary  purpose  of  budgetary  con- 
trol is  that  of  supplying  current  information  covering  expendi- 
tures measured  against  a  predetermined  budget  standard. 
Current  profit  and  loss  statements  give  information  regarding 
the  actual  income  and  outgo  items  and  show  the  effect  of  all 
activities  that  go  into  the  making  of  net  profits. 

To  be  of  the  greatest  value,  these  comparative  statements 
should  be  issued  frequently,  monthly  or  weekly  if  possible  or  at 
any  interval  consistent  with  the  cost  incidental  to  their  prepara- 
tion. The  value  of  any  statistical  or  accounting  control  device 
depends  largely  upon  its  "up-to-dateness."  Post  mortem  re- 
ports, whether  in  the  form  of  budgetary  follow-up  statements 
or  the  ordinary  profit  and  loss  and  balance  sheet  statements 
and  secondary  statistical  reports,  are  of  limited  value  for  con-* 
trolling  current  conditions. 


tt 
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Cause  for  Variation  in  Profits Quite  apart  from  the 

problem  of  checking  anticipated  budgeted  performance  with 
actual  performance,  there  is  need  for  a  study  of  the  immediate 
causes  for  the  variation  in  net  profits  from  one  year  to  the  next, 
or  from  one  month  to  the  next.  General  trends  in  operating 
conditions  can  be  determined  if  the  present  performance  can 
be  checked  against  the  performance  for  the  last  period,  or  the 
current  period  contrasted  with  the  same  period  a  year  ago,  etc. 

But  before  attempting  to  identify  the  causes  for  the  varia- 
tion in  net  profits  from  a  given  point,  it  will  be  necessary  to 
analyze  the  factors  that  contribute  to  profit  change  and  to  indi- 
cate the  responsibilities  of  the  functional  officers  of  the  business 
for  such  changes  as  are  found. 

Specific  Contributions  of  Functional  Officers The  vari- 
ous contributions  made  by  functional  officers  to  changes  in  net 
profits  from  period  to  period  may  be  grouped  under  the  follow- 
ing headings : 

First,  the  contribution  made  by  the  sales  manager  who  is 
charged  with  the  responsibility  of  (a)  the  securing  of  sales 
volume,  (b)  the  budgeting  and  expenditure  of  selling  expenses, 
and  (c)  the  pricing  of  goods. 

Second,  the  contribution  made  by  the  buyer,  who  is  charged 
with  the  responsibility  of  (a)  purchasing  the  required  goods 
on  an  economical  basis,  and  (b)  budgeting  and  expenditure  of 
buying  expense  funds. 

Third,  the  contribution  made  by  the  superintendent  of 
production,  who  is  charged  with  the  economical  production  of 
goods  where  they  are  produced  and  not  purchased. 

Fourth,  the  contribution  of  the  general  manager,  or  comp- 
troller,^ who  is  charged  with  the  responsibility  of  the  budgeting 
and  expenditure  of  general  administrative  expense  funds. 

Fifth,  the  contribution  of  the  finance  manager,  who  is 

*  A  report  covering  a  combination  of  the  above  functional  departments 
may  be  made  according  to  the  general  plan  of  the  organization  of  a  par- 
ticular plant. 
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charged  with  the  responsibility  of,  (a)  the  budgeting  and  ex- 
penditure of  capital  outlay  and  operating  financial  funds,  (b) 
handling  of  credits  and  collections,  and  (c)  employment  of 
idle  funds  and  securities. 

A  system  of  reports,  then,  is  necessary  to  detect  whether 
the  progressive  strength  of  the  operating  conditions  lies  in  (i) 
control  over  volume  of  sales,  (2)  control  over  the  buying 
costs,  (3)  control  over  manufacturing  costs  and  expenses,  (4) 
control  over  selling,  general  overhead,  and  financial  expanses, 
(5)  control  over  changing  prices,  or  (6)  a  combination  of 
these  factors. 

Before  entering  into  a  discussion  of  the  mathematical  tech- 
nique for  checking  performance,  it  is  well  to  point  out  the  fact 
that  not  all  of  the  unfavorable  financial  tendencies  can  be 
directly  charged  to  the  responsible  officer  whose  activities  are 
under  inspection,  nor  can  all  the  favorable  tendencies  be  credited 
to  such  a  person.  The  report  is  an  indicator  of  operating  and 
financial  trends  of  departmental  efficiency,  and  furnishes  a 
starting  point  for  a  more  intensive  study  for  detailed  control. 
It  should  be  used  with  departmental  budgets  and  cost  reports. 

The  Sales  Manager's  Contribution  to  Net  Profits.— The 
primary  function  of  the  sales  manager  is  the  procuring  and 
holdmg  of  sales  volume.    In  securing  new  business,  he  is  usu- 
ally held  to   full  accountability.     However,  in  creating  and 
holdmg  goodwill,  he  must  be  assisted  by  all  other  departmental 
heads  who  deal  directly  and  indirectly  with  the  public     The 
advertismg,  service,  personnel,  credits  and  collection  depart- 
ments, all  render  an  important  part  in  holding  sales  volume 
acquired  by  the  sales  department;  also  the  production  depart- 
ment, If  the  goods  be  manufactured  for  sale,  and  the  buying 
department  are  charged  with  holding  customer  goodwill  through 
the  mamtenance  of  quality  of  goods.     While  the  sales  man- 
ager  may  be  charged  with  the  decline  in  net  profits  occasioned 
t)y  declmmg  volume  and  given  credit  for  increasing  volume 
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nevertheless  other  functional  officers  must  share  a  part  of  the 
responsibility  with  the  sales  manager  in  this  field. 

In  constructing  standards  for  measuring  the  efficiency  of 
the  sales  department,  it  must  be  remembered  that,  by  the  nature 
of  the  case,  there  is  a  divided  responsibility  between  all  the 
functional  officers  who  assist  directly  and  indirectly  in  sales 
work.  In  the  reports  that  are  given  here,  the  entire  sales 
responsibility  is  assumed  to  be  borne  by  the  sales  department. 
A  more  extensive  investigation  than  is  possible  here  will  be 
needed  to  reveal  whether  the  sales  manager  can  be  held  to 
direct  accountability  or  whether  some  of  the  factors  are  beyond 
his  control  and  the  responsibility  for  them  shared  by  others. 

Gross  Profit  Factors. — The  starting  point  in  checking  the 
productivity  of  the  sales  department  as  a  whole  is  the  gross 
profit  figure  realized  on  goods  sold.  The  size  of  the  gross 
margin  and  the  amount  of  the  "trading"  profit  where  the  oper- 
ating expenses  are  under  control,  becomes  the  critical  factor 
in  the  ultimate  amount  of  the  net  profit,  for  it  is  a  well-known 
fact  that  all  gross  profits  made  over  the  expenses  are  reflected 
directly  in  the  net  gain  for  the  year.  The  size  of  the  gross 
figures  in  turn  depends  upon  (i)  the  physical  volume  of 
goods  sold,  (2)  their  selling  prices,  and  (3)  their  cost.  If 
any  one  of  these  three  factors  changes  from  one  year  to 
another,  the  gross  profit  will  change  in  direct  proportion. 
Hence,  the  problem  of  control  consists  of  more  than  a  check 
upon  the  mere  percentage  of  mark-up,  or  the  pricing  of  the 
goods  in  the  price  lists  and  on  price  tags. 

A  tendency  toward  a  declining  amount  of  gross  trading  per 
cent  is  an  undesirable  condition,  unless  there  is  an  unmis- 
takable counter-tendency  toward  a  greater  volume  of  business 
sufficient  in  size  to  overcome  the  declining  gross  profit.  Where 
the  amount  tends  to  narrow,  there  should  be  a  detailed  analysis 
made  to  learn  the  eflFective  cause  for  the  change  and  the  remedy. 

There  are  a  score  or  more  of  conditions  of  changing 
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volume,  prices,  and  cost  of  sales  that  affect  the  gross  profit,  a 
few  of  which  are  taken  here  for  illustrative  purposes.  All  are 
conditions  common  to  merchandising  concerns  and  operate 
daily.^ 

Profits  or  Losses  Caused  by  Changing  Sales  Volume. 

The  question  of  the  identification  of  net  profit  or  loss  changes 
resulting  from  changes  in  volume  of  sales  has  been  debated  at 
length  by  accountants  and  statisticians.  One  viewpoint  holds 
that  no  specific  net  productivity  attaches  to  the  new  volume  of 
business  as  such,  and  that  no  identification  can  be  made  be- 
tween an  added  amount  of  sales  and  the  change  in  net  profit, 
because  the  net  gain  is  the  resultant  of  all  the  factors  involved, 
such  as  volume,  changes  in  sales  prices,  cost  changes,  and 
expense  changes.  No  logical  claim  can  be  made,  it  is  said, 
by  any  one  of  these  factors  to  the  net  profit  or  loss,  which  is 
anonymous  so  far  as  specific  productivity  is  concerned. 

But  if  all  of  the  separate  cost  and  expense  factors  can  be 
first  isolated  and  then  given  a  significant  weighing,  and  if  all 
price  changes  as  they  effect  total  sales  can  be  isolated  and 
identified,  a  definite  and  causal  relationship  can  be  established 
between  the  new  volume  added  or  dropped  and  the  change  in 
the  net  profit  resulting  therefrom.  From  a  mathematical  point 
of  view  an  identification  can  be  made  between  an  increase  or 
decrease  in  volume  of  sales,  and  the  net  profits  derived  from 
these  sales  in  one  year  compared  with  another,  or  compared  ^ 
with  a  standard  year's  business  which  is  accepted  as  a  norm. 

"  These  combinations  may  be  mentioned  briefly  in  passing.  They  are  : 
(I)  constant;  (2)  increasing;  or  (3)  decreasing  physical  volume  accom- 
panied m  each  case  by  (a)  constant  prices  and  constant  costs;  (b)  rising 
prices  and  constant  costs;  (c)  falling  prices  and  constant  costs;  (d)  con- 
stant prices  and  rising  costs;  (e)  constant  prices  and  declining  costs;  (f) 
rising  prices  and  declining  costs;  (g)  falling  prices  and  rising  costs.  Then 
again,  there  are  changing  and  constant  volume  factors  that  accompany 
rising  prices  and  rising  costs  where  the  rise  in  costs  may  be  at  the  same 
rate  of  increase  as  prices,  faster  than  prices  or  slower  than  prices.  Finally, 
there  may  be  changing  or  constant  physical  volume  accompanied  by  falling 
prices  and  falling  costs  where  the  fall  in  costs  may  be  at  the  same  rate  as 
prices,  faster  than  prices,  or  slower  than  prices.  The  total  of  these  combina- 
tions number  thirty-nine. 
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The  Case  Illustrated — Let  us  take  a  concrete  case.  If  the 
volume  of  sales  of  a  given  concern  for  1926  amounted  to 
$500,000,  on  which  a  gross  profit  of  20%  and  a  net  profit  of 
5%  had  been  made,  and  if  the  increased  volume  for  1927 
amounted  to  $100,000,  making  a  total  of  $600,000  for  the  year, 
it  may  be  assumed  that  if  the  price  policy  remains  unchanged 
and  the  departmental  expenses  are  maintained  proportional  to 
sales  on  the  1926  basis,  the  newly  acquired  sales  volume  will 
render  to  the  firm  the  same  gross  profit  per  cent  and  the  same 
net  profit  per  cent  as  obtained  on  the  previous  year's  business. 
The  same  rate  will  be  made  on  the  new  volume  as  was  earned 
on  the  old. 

Likewise,  if  the  volume  recedes,  if  the  same  price  policy 
holds,  and  the  expense  budget  be  reduced  to  the  same  per  cent  on 
sales,  the  gross  trading  profit  and  net  trading  profit  lost  would 
amount  to  the  same  figures  on  the  reduced  sales  volume.  One 
may  question  whether  the  assumption  of  "other  factors  remain- 
ing constant"  is  valid  for  control  purposes.  As  long  as  the  other 
factors,  such  as  the  correlation  of  the  expenses  required  to 
procure  the  added  volume,  are  fully  analyzed  and  given  due 
weight,  the  method  of  attack  has  logical  justification  as  a 
process  of  deduction.  If  the  only  changing  factor  is  sales 
volume,  logically  at  least,  since  all  other  elements  are  un- 
changed, the  dynamic  factor  of  increase  or  decrease  in  sales  is 
responsible  for  the  change  in  the  net  results.  For  example, 
reduced  to  the  form  on  the  following  page,  the  gross  profit 
shows  an  increase  from  $100,000  to  $120,000,  or  20%  on  the 
added  volume  of  $100,000;  the  net  profit  increased  from 
$25,000  to  $30,000,  or  5%  net  on  the  added  volume. 

The  other  factors  remained  constant  in  their  relationship 
to  sales.  In  short,  if  we  take  the  1926  statement  as  a  standard, 
and  if  this  standard  is  used  as  a  check  on  the  1927  perform- 
ance, a  ready  means  is  given  for  comparing  the  new  element  of 
volume  that  enters  into  the  change  in  the  final  resultant,  namely, 
net  profits.    Volume  is  the  only  factor  that  has  changed. 
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1926 

% 

1927 

% 

Qalpe 

$500,000 
400,000 

100 

80 

$600,000 
480,000 

100 

Cn<it  of  Sales 

80 

V^i^Sl  V»l    tj<^*-\'^  •  ••••••••• 

rirn^Q  Profit 

100,000 
75,000 

20 
15 

120,000 
90,000 

20 
15 

Exnenses • 

Net  Profit    

$  25,000 

5 

$  30,000 

S 

Profits  or  Losses  Derived  from  Changes  in  Selling  Prices. 
— The  effect  on  net  profits  of  an  increase  or  a  decrease  in 
prices  of  goods  sold  can  also  be  measured  separately  from 
changes  in  the  sales  volume.  When  goods  are  priced  higher 
one  year  compared  with  another,  the  total  sales  will,  of  course 
be  increased,  assuming  the  same  number  of  units  are  sold  each 
year.  If  1,000  units  are  sold  one  year  at  $10  per  unit  and  at 
$1 1  per  unit  the  second  year,  the  total  sales  will  increase  from 
$10,000  to  $11,000.  However,  the  physical  volume  has 
remained  the  same  in  both  years. 

Increased  Prices. — If  in  1927  using  the  same  case,  the 
physical  volume  of  sales  and  the  total  expenses  remained  tKe 
same  as  in  1926,  but  if  the  price  of  the  finished  goods  were 
raised  to  the  point  that  the  profit  margin  increased  from  20% 
to  30%  on  sales,  the  following  comparative  statement  would 
show : 


1926 

% 

1927 

% 

Sales 

$500,000 
400,000 

100 

80 

$571,428 
400,000 

Cost  of  Sales 

100 

70 

Gross  Profit 

100,000 
75, 000 

20 
15 

171,428 
75,000 

Expenses 

30 

13  I 

Net  Profit 

$  25,000 

5 

$  96,428 

16.9 

I ) 
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Here  the  only  change  was  the  increase  in  the  price  which 
resulted  in  an  increase  in  sales  from  $500,000  to  $571,428. 
Since  the  expenses  remained  the  same  in  dollars  and  bore  the 
same  relationship  to  cost  of  sales  as  formerly,  the  increase  in 
prices  resulted  in  an  increase  in  the  net  profit  of  $71,428;  a 
case  of  an  identification  of  a  price  change  in  the  profit  change. 

Decreased  Prices. — If  selling  prices  in  this  same  case  had 
been  reduced  instead  of  being  raised,  so  that  the  gross  profit  on 
sales  fell  to  15%  on  sales,  with  the  same  physical  volume,  the 
1927  statement  would  read  as  follows: 

1927  % 

Sales $470,588      100.00 

Cost  of  Sales 400,000        85 .00 

Gross  Profit 70,588        15.00 

Expenses 7S»ooo        15.94 

Net  Loss $    4,412  0.94 

The  total  net  profit  reduction  of  $29,412  from  the  1926 
year  was  the  direct  result  of  a  price  reduction.  It  was 
reflected  here  in  the  decreased  sales.  The  identification  of 
price  change  and  profit  change  was  based  upon  the  fact  that  the 
unit  cost  of  goods  sold  and  the  proportion  of  expenses  to  cost 
of  sales  remained  unchanged  during  1927. 

Analysis  of  Separate  Factors— In  a  complex  situation 
where  many  of  the  factors  of  sales,  cost  of  sales,  and  expenses 
are  found  to  vary  from  one  period  to  another,  it  is  necessary 
to  isolate  the  separate  items  that  are  causing  changes  in  net 
profits. 

Changes  in  net  profits  that  have  resulted  from  variations  in 
selling  prices,  should  be  segregated  from  changes  due  to  fluc- 
tuations in  physical  volume  sold,  cost  of  sales,  or  expenses,  in 
order  to  impute  productivity  to  its  proper  source. 

An  increase  in  net  profits  which  has  resulted  from  reduced 
expenses  of  operations,  from  reductions  in  costs  of  sales,  or 
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from  increased  sales  volume  would  call  for  a  greater  commen- 
dation than  would  be  the  case  of  a  profit  increase  that  resulted 
from  an  increase  in  sales  prices.  Expense  controls  indicate 
improved  organization  technique ;  increasing  prices  may  be  due 
to  factors  in  the  general  business  conditions  over  which  the 
sales  department  has  but  little  control,  and  for  which  less  credit 
should  be  given.  Greater  credit  is  due  the  selling  force  when 
the  volume  has  been  increased  in  a  period  of  general  declining 
prices,  than  in  periods  of  advancing  prices. 

Accounting  for  Differences. — From  a  mathematical  stand- 
point, in  order  to  isolate  the  separate  factors  that  have  resulted 
in  alterations  in  profits,  it  is  necessary  to  ascertain  what  the 
individual  items  of  (i)  prices,  (2)  sales  volume,  (3)  cost  of 
sales,  and  (4)  expenses  would  have  been  in  this  period,  if  no 
changes  had  taken  place. 

If  prices  have  changed,  the  total  sales  should  be  brought 
back  by  the  per  cent  or  dollar  amount  of  change.  If  sales  prices 
have  been  advanced  by  5%,  the  total  sales  shoulH  be  reduced  by 
this  figure.  The  result  will  give  the  corrected  volume,  minus 
any  price  change.  The  difference  between  the  current  sales  and 
the  reduced  sales,  equalling  the  5%,  is  a  price  change. 

The  sales  volume  found  after  this  price  adjustment  is  com- 
parable to  last  year's  volume.  The  difference  in  the  amounts 
is  a  volume  change.  The  net  profit  resulting  from  the  change 
is  the  old  net  profit  rate  on  the  difference  in  volume. 

Sales  Used  as  Base. — The  per  cents  of  this  year's  cost  of 
sales  and  expenses  should  be  measured  against  the  revised  sales 
to  check  variations.  The  former  per  cents  are  used  in  order  to 
ascertain  what  this  period's  costs  and  expenses  would  have  been 
if  no  variations  had  taken  place.  Last  year's  per  cents  of  sales 
are  considered  as  standard  for  comparison.  Applied  to  this 
year's  sales  (revised  by  price  changes),  an  index  is  given  for 
the  variation  in  each  item.  Theoretically,  each  cost  or  expense 
item  should  bear  the  same  relationship  to  sales  this  period  as 
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in  the  last  period.  If  selling  expenses  were  6%  of  sales  last 
year,  they  should  be  the  same  this  period.  If  they  are  higher 
or  lower  than  this  figure,  a  direct  change  in  profits  results. 

However,  to  be  comparable,  this  year's  sales  totals  should 
be  revised  by  any  price  change  that  may  have  taken  place  this 
year,  as  previously  mentioned. 

Cost  of  Sales  Used  as  Base. — If  cost  of  sales  is  used  as  a 
base  for  measuring  change  in  (cost)  volume,  or  for  checking 
variations  in  expenses,  this  year's  cost  of  sales  should  be  revised 
by  any  change  in  the  unit  cost  of  goods  sold.  For  example,  if 
cost  of  sales  have  advanced  5%  over  last  period,,  the  current 
cost  should  be  reduced  by  this  figure  before  comparing  volume 
or  expenses.  If  expenses  are  based  on  cost  of  sales,  instead  of 
sales,  the  revision  in  cost  of  sales  should  be  carried  out  before 
any  variations  are  measured. 

Price  Variation :  Costs  Unaltered — In  the  following  illus- 
tration it  is  known  that  cost  of  sales  have  remained  the  same 
during  the  second  year : 


1936 

%  of  Sales 

1927 

Sales 

$500,000 
400,000 

100 
80 

$575,000 
440,000 

Cost  of  Sales 

Gross  Profit 

100,000 
75, 000 

20 
15 

135,000 
82,500 

Expenses 

Net  Profit 

$  25,000 

5 

1  52,500 

The  sales  of  1926  amounting  to  $500,000  increased  to 
$575,000  in  1927,  while  costs  rose  from  $400,000  to  $440,000. 
Since  unit  costs  were  unaltered,  the  new  volume  measured  in 
terms  of  cost  was  $40,000,  while  at  selling  prices  it  was 
$50,000,  based  on  the  1926  figures.  If  we  use  the  same  gross 
profit  rate  of  20%  on  the  former  sales,  the  new  volume  of 
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1927  would  have  been  $550,000  ($440,000-^80%).  Since 
the  actual  sales  were  $575»ooo,  the  difference  ($575,000  — 
$550,000)  must  have  been  due  to  price  changes.  The  actual 
diflFerence  in  physical  volume  of  $50,000  ($550,000  — 
$500,000)  taken  at  the  previous  net  rate  of  5%  on  sales,  gives 
$2,500  gain  on  the  new  volume.  The  per  cent  of  selling 
expenses  to  the  physical  volume  of  1927  shows  no  change.  In 
summary  form  the  cause  for  variation  in  net  profits  may  be 
shown  as  follows : 

1.  Gain  in  prices $25,000 

Actual  1927  sales $575, 000 

1927  sales  adjusted  to  1926  level  ($440,000  -i- 
80%) 550,000 

Difference $  25,000 

2.  Gain  due  to  volume 2 ,  500 

1927  sales  adjusted  to  1926  price  levels  (as  above)  $550 ,000 
1926  sales  at  same  prices 500,000 

Difference  in  volume $  50,000 

1926  net  rate 5^ 

Net  gain $    2,500 

3.  Gain  on  expenses o 

1927  sales  reduced  to  1926  price  levels $550,000 

1926  expense  rate 15% 

1927  expenses  should  be $  82,500 

1927  actual  expense 82 ,  500 

4.  Total  gain  in  profits $27 ,  500 


Control  Over  Variable  Expenses. — A  report  showing 
causes  for  variation  in  net  profits  can  be  used  for  "spotting" 
variable  expense  items  that  vary  with  sales  volume,  which 
have  become  out  of  line  during  the  current  period.  The  method 
of  locating  unfavorable  trends  (see  Figure  2^)  in  the  detailed 
expense  items  consists  in  comparing  the  first  period  per  cents 
(based  on  sales)  with  the  per  cents  of  the  present  period.  Con- 
trol over  these  items  is  based  upon  the  assumption  that  a  direct 
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causal  relationship  exists  between  sales  volume  and  the  ex- 
penses incidental  to  the  conduct  of  the  sales  function.  The 
method  can  be  adopted  only  in  those  concerns  where  operating 
conditions  are  relatively  simple  and  where  a  direct  relationship 
exists  between  expenses  and  sales  volume.  A  secondary  check 
may  be  made  on  these  expenses  by  comparing  each  item  with 
the  total  of  the  expense  group.  The  report  aids  in  isolating  the 
items  that  should  receive  further  review  of  the  sales  depart- 
mental head  or  the  comptroller  who  is  charged  with  holding 
expenses  to  the  minimum. 


Selling  Expenses 


1926 


Amounts 


Taxes  (Selling) 

Insurance 

Advertising 

Sales  Salaries 

Sales  Commissions 

Sales  Traveling  Exp .  . . 
Depr.  Sales  Equipment 

Delivery  Exi)ense 

Misc.  Selling 


$      550.00 
1,875.00 

7.137-50 
22,842.50 
4»255-oo 
6,843.50 
1,822.00 
3.77S-00 
995.00 


$50,095.50 


% 

Net 

Sales 


0.2715 

0.9255 

3  5230 

11.2748 

2.1002 

3  3779 
0.8993 

1.8633 

0.491 I 


1927 


Amounts 


24.7266 


^  675.00 
1,990.00 
8,150.00 

34,375  50 
8,435  50 
8,112.00 
I , 850 . 00 
3,540.00 
1.355  00 


$68,483.00 


% 

Net 

Sales 


0.2690 
0.7932 

3  248s 
13.7016 

3.3623 

3  2333 
0.7374 
I. 41 10 
0.5401 


27.2964 


Figure  23.    Showing  Per  Cent  of  Each  Selling  Expense  Item  to  Net  Sales 

First- Year  Per  Cents  Used  as  Standards. — By  using  the 
first  year's  per  cents  of  sales  as  a  basis  of  comparison,  those 
items  that  have  advanced  unduly  above  the  former  figure  can 
be  readily  detected.  In  the  illustrated  case  (see  Figure  24) 
the  items  that  have  become  out  of  line  and  are  causing  losses 
are  sales  salaries  and  sales  commissions.  Normally  these  are 
rated  as  "controllable"  expenses,  that  is,  internally  checked  and 
amenable  to  administrative  veto.  The  items  that  have  been  kept 
within  bounds  and  upon  which  savings  have  been  made  are: 
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insurance,  advertising,  sales  traveling  expenses,  depreciation  on 
sales  equipment,  and  delivery  expenses.  All  of  these  latter  costs 
are  rated  as  controllable  except  depreciation  and  insurance. 


1927 

Expenses 

Should  Be 

1927 

Actual 

Expenses 

Losses 

Based  on 

%  of  Sales 

Gains 

Based  on 

%  of  Sales 

Ta  xA«  ^*?«»llinjr) 

$      681.16 
2,321.96 

8,838.75 

28,287.01 

5,269.13 

8,474.71 
2,256.22 
4,674.78 
1,232.10 

$      675.00 
1,990.00 
8,150.00 
34,375.50 
8,435  50 
8,112.00 
1,850.00 
3.540.00 
1,35500 

$6,088.49 
3.166.37 

122.90 

$        6.16 

Tnciimnrp       ....••.. 

^31.96 

Arlvf  rti^insT 

688.7s 

^1^«  5>a.laries 

Sales  Commissions 

Sales  Traveling  Exp 

Depr.  Sales  Equipment — 
Deliverv  ExDense 

362.71 

406.22 

1.134.78 

\f  i^T   Sellinff * 

Net  Loss 

$62,035.82 
6,447.18 

$68,483.00 

$9,377.76 

$2,930.58 
6,447.18 

$68,483.00 

$68,483.00 

$9,377.76 

$9,377  76 

Figure  24.    Showing  Losses  and  Gains  in  Selling  Expenses  Based  on  Per  Cent  of 

Net  Sal^ 

Individual  Items  Out  of  Line. — This  report  has  served  its 
primary  purpose  in  bringing  to  the  attention  of  management 
those  items  that  have  thus  become  out  of  line  when  contrasted 
with  the  volume  of  business  put  through  the  sales  plant.  The 
method  of  approach  in  locating  the  causes  for  the  poorer  show- 
ing of  salaries  and  commissions  and  the  improved  showing  of 
the  other  expense  items  is  the  next  step  in  control  and  will  be 
taken  up  later  in  the  text  as  an  applied  phase  of  managerial 
technique.'  This  latter  problem  is  one  of  operating  standards 
applied  to  the  selling  field. 

Where  articulated  with  the  complete  profit  and  loss  state- 
ment (see  Figure  25),  the  variation  in  net  profits  report  shows 
the  direct  proportion  of  the  total  loss  that  has  been  caused  by 
the  selling  department  as  a  separate  operating  unit. 

•  See  Chapters  XXI  and  XXII. 
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1926 

% 

1927 

% 

Sales 

$202,598.00 
110,875.00 

100.00 
54-73 

$250,887.00 
i5i»37500 

100.00 

Cost  of  Sales 

60.34 

Gross  Trading  Profit 

Selling  Expenses 

91,723.00 
50,095.50 

45-27 
24-73 

99,512.00 
68,483.00 

39-66 
27.30 

Trading  Profit 

41,627.50 
25,432.00 

20-54 
12-55 

31,029.00 
26,375-00 

12.36 
10.51 

Operating  Expenses 

Net  Profit 

$  16,195.50 

7-99 

$    4,654.00 

1-8S 

Figure  25.     Comparative  Condensed  Profit  and  Loss  Statement 

Based  on  the  comparative  profit  and  loss  statements  in  Fig- 
ure 25,  the  relative  importance  of  the  increase  in  selling  ex- 
penses as  a  factor  in  causing  the  drop  in  net  profits  between 
years  is  shown  in  the  following  analysis : 

Loss  on  cost  of  sales* $14,073 .08 

Loss  on  selling  expenses** 6,447 •  18 

Total  loss $20,520.26 

Gain  in  operating  expenses  J $5 , 1 18 .  59 

Gain  in  net  profits  due  to  added  volume  in  1927  f    3 ,  860 . 1 7        8 ,978 .  76 

Net  reduction  in  profits  between  years $1 1 ,  541 .  50 


*  Cost  of  sales  1027 

1937  cost  of  sales  on  1936  basifl,  i.e.i  at  the  rate  of  54-7366%  of 
Saks 


•iSi.37S-oo 
137.301.92 


Loss  on  increase  in  the  cost  of  sales $  14.073 . c8 

*♦  Selling  expenses  1927 $  68,483.00 

1937  selling  expenses  on  1926  basis,  i.e.,  at  the  rate  of  24.7366% 
of  sales 63.035.83 

Loss  on  selling  expenses  (Figures  33  and  34) $    6, 447 .  18 

1 1937  operating  expenses  on  1926  basis,  i.e.,  at  the  rate  of  12.5539% 

of  sales. $  31.403  59 

Actual  operating  expenses 36.375.00 

Gain  on  operating  expenses $    5. 118. 59 


1 1927  added  volume  (no  change  in  prices) . 
Z926  rate  of  net  profit 


$  48,289.00 
7  0939% 


Gain  due  to  added  volume $    3 .  860  17 


Variation  in  Cost  of  Sales  and  Net  Profits. — ^The  causes 
for  variation  in  profits  due  to  changes  in  the  cost  of  sales  are 
brought  about  by  several  factors  that  should  be  considered 
separately.  An  upward  trend  in  the  per  cent  of  cost  of  sales 
or  an  absolute  increase  in  the  dollar  cost  of  merchandise  sold  in 
a  commercial  concern  usually  is  due  to  one  or  more  of  the  fol- 
lowing factors :  ( I )  an  increase  in  the  buying  prices  over  the 
former  figures;  (2)  an  improved  quality  of  goods  which  is 
costing  more  per  unit  of  sales;  (3)  losses  of  goods  by  theft, 
damage,  etc. ;  and  (4)  underpricing  of  inventories.  Decreases 
in  costs  may  result  from  (i)  an  improved  buying  plan;  (2)  a 
decline  in  the  quality  of  goods  purchased  which  requires  a  lesser 
outlay  for  a  given  volume  of  business;  and  (3)  overpricing 
of  inventories. 

In  some  of  these  instances,  as  is  readily  seen,  the  buying 
department  may  be  directly  responsible  for  the  losses;  but  in 
other  cases,  where  advances  are  due  to  economic  factors,  no 
direct  responsibility  should  be  placed  on  this  department.  Im- 
provements may  be  the  result  of  a  better  control  system  used  in 
purchasing;  or  again,  lower  costs  may  result  from  purely  busi- 
ness conditions  over  which  the  buyer  has  no  control  and  for 
which  no  immediate  credit  should  be  given.  It  is  important  that 
full  consideration  be  given  to  those  factors  that  are  controllable 
as  well  as  to  those  that  are  beyond  personal  control,  in  order 
that  the  proper  procedure  may  be  followed  in  checking  bad 
tendencies,  encouraging  favorable  ones,  and  in  placing  respon- 
sibility for  performance. 

In  a  manufacturing  concern  the  increase  in  the  unit  costs 
which  are  reflected  in  the  cost  of  sales  usually  represents  ad- 
verse producing  conditions  or  possibly  inefficiency  on  the  part 
of  the  superintendent  of  production.  If  the  added  costs  cannot 
be  passed  on  to  the  consumer  in  the  form  of  advanced  selling 
prices,  they  will  naturally  result  in  a  direct  loss  in  proportion  to 
the  increase  over  last  year's  costs  (or  the  standard  costs).    Sav- 
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ings  in  manufacturing  costs  will  be  reflected  directly  as  a  gain 
in  gross  profit.* 

If  no  errors  have  been  made  in  the  inventory  figures  in  the 
pricing  of  goods,  the  gross  profit  check  will  disclose  whether 
an  increase  in  costs,  in  either  a  commercial  or  a  manufacturing 
concern,  has  been  passed  on  to  the  consumer  in  the  form  of 
higher  prices,  or  whether  such  increase  has  been  absorbed  by 
the  firm  as  a  loss  in  profits.  Conversely,  the  gross  profit  check 
will  show  the  amount  of  savings  that  have  resulted  in  economies 
in  manufacturing  or  buying  over  the  preceding  year. 

Changing  Costs  and  Changing  Volume. — In  order  to  iso- 
late the  portion  of  the  gross  profit  change  attributable  to  chang- 
ing volume  and  also  to  changing  costs,  it  is  necessary  to  know 
either  the  per  cent  of  the  changes  in  selling  prices,  the  changes 
in  costs,  or  changes  in  volume.  If  it  is  known,  for  example, 
that  the  selling  prices  have  remained  the  same  between  periods, 
it  will  be  found  that  any  change  in  total  sales  will  be  the  direct 
result  of  a  decreased  or  increased  physical  volume.  If  the  sales 
prices  have  changed  and  the  per  cent  increase  in  unit  prices  is 
known,  the  new  sales  totals  may  be  reduced  to  the  old  level  in 
order  to  determine  what  the  volume  would  have  been  during 
the  second  year  without  a  change  in  prices. 

The  same  treatment  should  be  followed  where  per  cent  cost 
changes  are  known.  That  is,  if  costs  have  varied  "between  pe- 
riods, it  will  be  necessary  to  reduce  the  current  costs  to  the  for- 
mer cost  level  in  order  to  secure  a  measure  of  the  volume 
change.  Here  volume  would  be  measured  by  cost  of  sales. 
From  either  the  former  cost  base  or  sales  base,  the  change  in 
volume  can  readily  be  determined,  as  can  the  variation  in  profits 

*  The  aggregate  savings  (or  losses)  made  on  the  cost  of  manufacturing 
as  revealed  by  the  report  showing  variation  in  gross  profit,  will  be  the  same 
as  the  total  units  produced  multiplied  by  the  savings  (or  losses)  per  unit 

For  example,  if  statistics  are  kept  on  the  units  made  and  the  amount  of 
savmgs,  let  us  say,  m  labor  costs  or  materials  costs,  a  check  may  be  available 
for  controlling  the  aggregate  savings  in  factory  costs  for  these  particular  cost 
items. 
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due  to  the  new  volume  and  the  changes  in  the  cost  of  sales  as 
in  previous  cases. 

In  the  following  illustration  the  statistician  reports  that  no 
changes  have  been  made  in  selling  prices. 


1926 


Sales 

Cost  of  Sales . 


Gross  Profit . 
Expenses — 


Net  Profit. 


$500,000 
400,000 


100,000 
75.000 


$  25,000 


% 


100 

80 


1927 


$550,000 
467 , 500 


20 
IS 


82,500 
82,500 


% 


Difference 


100  |-|- $50,000 
85  +  67,500 


IS 
IS 


-  17.S00 
7,Soo 


o  -$25,000 


In  report  form  the  identification  of  cost  of  sales  and  vol- 
ume changes  and  the  resulting  profit  changes  may  be  as  follows : 

1.  1927  cost  of  sales $467 , 500 

2.  1927  cost  of  sales  on  1926  basis  * 440,000 

3.  Decrease  in  gross  profit  due  to  increased  costs S  27 , 500 

4.  Actual  sales  1927 $550,000 

5.  Actual  sales  1926 500 ,000 

6.  Increase  in  volume  f $  50 ,000 

7.  Increase  in  gross  profit  on  added  volume  X 10,000 

8.  Loss  in  gross  profit $  17 ,  5cx3 

9.  Increase  in  expenses  as  absolute  differences 7 ,  500 


10.  Total  decrease  in  net  profits $ 


25,000 


^550,000X80% -$440,000.    The  fonner  gross  rate  on  the  current  sales  volume. 

Toased  on  fact  of  no  change  in  selling  prices. 

tlso,oooX20%-|io,ooo.    The  former  gross  profit  rate  used  here  on  the  added  volume. 

A  decline  in  the  physical  volume  of  trade  in  this  case  with 
selling  prices  unaltered  would  have  resulted  in  a  greater  loss  in 
profit,  the  measure  of  which  would  be  the  former  rate  of  gross 
profit  on  the  current  reduction  in  the  volume.  With  informa- 
tion from  the  buying  departments  or  from  cost  department  to 
the  effect  that  cost  of  sales  had  advanced  6.25%  over  the  pre- 
vious year,  the  same  analysis  could  have  been  made  covering 
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changes  in  gross  profit  due  to  the  upturn  in  costs  and  the  sav- 
ings that  were  made  from  the  increased  volume,  as  noted  in 
the  following  report : 

1.  Actual  costs  1927 $467, 500 

2.  1927  costs  on  1926  basis  * 440,000 

3.  Loss  in  gross  profit  due  to  increase  costs $  27 ,  500 

4.  Increase  in  gross  profit  due  to  increased  volume  f. .     10,000 

Net  reduction  in  gross  profits $17 ,  500 

5.  Increase  in  expenses 7 ,  500 

6.  Total  reduction  in  net  profits $25 ,000 

*  S467f50o4-i.o62S  •■$440,000.    The  1927  costs  reduced  to  the  1926  level. 

t  $50*000X20%  »$io,ooo.   The  1926  gross  profit  rate  applied  to  the  added  volume  of  tg27. 

Changes  in  Volume,  Selling  Prices  and  Cost  of  Sales. — 
In  cases  where  all  three  factors  of  physical  volume,  selling 
prices,  and  cost  of  sales  vary  during  the  year,  as  is  true  in  most 
instances,  it  is  necessary  to  isolate  each  of  these  factors  and 
determine  its  eflfect  on  profits  between  periods.  In  checking  the 
productivity  of  the  various  factors,  the  important  rule  to  follow 
in  these  as  in  all  previous  cases  is  to  ascertain :  ( i )  what  would 
have  been  the  sales  volume  during  the  second  year  if  the  iden- 
tical conditions  of  mark-up  and  prices  found  in  the  first  or 
standard  year  had  carried  over  into  the  second  year;  and  (2) 
what  would  have  been  the  cost  of  sales  during  the  second  year 
if  the  identical  conditions  of  mark-up  and  selling  prices  had 
carried  over  into  the  second  year. 

In  the  following  case  of  advancing  costs,  advancing  prices, 
and  increasing  volume,  it  is  known  that  the  sales  price  of  goods 
increased  6.45%  over  the  previous  year.  From  the  compara- 
tive profit  and  loss  statement  below,  the  identification  of  the 
price  change,  volume  change,  and  the  cost  change  can  be  traced 
to  the  variation  in  net  profits.  The  underlying  causes  for  the 
variation  of  these  major  factors  is  a  question  for  investigation 
after  their  identification  has  been  made. 
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1926 

1927 

Differences 

Qnles            

$600,000 
480,000 

$660,000 
515,000 

+  $60,000 

Orn^t  ni  Sales    • 

+    35»ooo 

VAlal  Ul  OiUca ••...... 

flrfVLQ  Profit       

$120,000 

$145,000 

+  $25,000 

In  report  form  the  causes  for  the  variation  of  $25,000  in 
gross  trading  profit  are  as  follows : 

1.  Actual  sales  1927 $660,000 

2.  1927  sales  reduced  to  1926  basis  ♦. 620,000 

3.  Gain  in  gross  profit  due  to  increased  prices $  40,000 

4.  Gain  in  gross  profit  on  new  volume  f 4,000 

5.  Total  gain  from  increased  prices  and  new  volume $  44,000 

6.  Loss  in  gross  profit  from  increased  costs  J 19,000 

7.  Variation  in  gross  profit  from  1926-1927 $  25,000 

S660  000 

•  — -^ — —$620,000.   The  1927  sales  reduced  to  1926  basis. 

t  (»)  The  1927  volume  adjusted  by  price  reduction  (as  above) $620,000 

(b)  The  actual  1926  volume  in  profit  and  loss  statement 600,000 

(c)  Difference  in  volume  measured  in  1926  sales  prices $  20,000 

(d)  The  1926  gross  profit  rate 20% 

(e)  Increase  in  gross  profit  on  new  volume $    4,000 

t  (a)  The  1927  sales  adjusted  to  1926  basis $620,000 

(b)  The  1926  cost  of  sales  rate 80% 

(c)  The  1027  cost  of  sales  on  1926  basis $496,000 

(d)  Actual  cost  of  sales  1927 $515,000 

(e)  The  adjusted  cost  of  sales  (c)  above 496,000 

(f)  Increase  in  cost  of  sales  over  the  1926  rate  on  1926  sales $  19,000 


CHAPTER  XVI 

CONTROL  OVER  OPERATIONS— PROFIT  AND  LOSS 

STATEMENTS  (Continued) 

Production  Superintendent's  Contribution  to  Net  Profits. 
— Since  in  a  manufacturing  concern  one  of  the  most  impor- 
tant functional  officers  is  the  production  superintendent  who 
has  charge  of  the  factory  department,  a  detailed  analytical 
manufacturing  report  should  be  drawn  up  that  will  show  the 
full  extent  of  the  discharge  of  the  responsibility  of  this  officer. 

Where  goods  are  manufactured,  the  problem  of  control 
through  the  use  of  operating  statements  broadens  out  and  in- 
cludes all  of  the  expense  factors  of  direct  labor,  materials,  su- 
perintendence, indirect  labor,  power,  light  and  heat  costs, 
factory  repairs,  depreciation  on  factory  buildings  and  equip- 
ment, taxes,  rent,  factory  office  expenses,  engineering  costs, 
etc.  In  practice  it  will  be  found  that  some  of  these  expense 
elements,  notably  factory  overhead,  tend  to  decrease  in  per  cent 
of  total  manufacturing  costs  as  the  volume  of  production  in- 
creases, and  to  increase  as  the  volume  declines,  due  to  the  well- 
known  relationship  that  exists  between  fixed  and  variable 
expenses  and  changing  output. 

It  will  also  be  found  in  particular  cases  that  certain  of  the 
individual  items  contained  in  the  direct  cost  group  (materials 
used  and  direct  labor)  and  also  items  in  the  indirect  or  over- 
head cost  group  will  vary  within  their  respective  groups  and 
become  "out  of  line"  compared  with  the  former  year's  cost 
figures  or  compared  with  some  other  standard.  The  ordinary 
system  of  accounting  and  statistical  reports  for  a  manufactur- 
ing concern  is  drawn  up  to  show  the  periodic  costs  by  major 
functions  and  to  give  a  ready  check  on  the  tendency  of  costs  and 
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Present  Month 


Net  Sales. 


Cost  of  Sales: 
Initial  Inventory  Finished  Goods. 

Materials  Used 

Direct  Labor  Costs 

Burden  Factory 

Final  Inventory  Finished  Goods. . 


Gross  Trading  Profit. 


Expenses: 

Sales  Salaries 

Sales  Commissions 

Sales  Traveling  Expenses 

Adver.  Exjienses 

Other  Selling  Expenses 

Total  Selling  Expenses 

OflSce  Salaries 

Managers'  Salaries 

OflSce  Supplies 

Light,  Heat,  Janitor  Services 

Other  OflBce  Expenses 

Total  Administrative  Expenses. 

Profit  from  Operations: 

Financial  Expenses 

Financial  Income 

Extraneous  Profits  or  Losses 


1926 


Amt. 


Sales 


Net  Profit  or  Loss  for  Period. 

Federal  Taxes 

Dividends  Paid 

Net  Profits  to  Surplus 


Total  Capital  Employed 

Percent  Net  Profit  toTotal  Capital  Used 
No.  Units  Produced  Per  Dollar  Capital 

Used 

Turnover  Working  Assets 

No.   of   Units   Produced   Per   Dollar 

Working  Assets 

Average  .\ge  Payables 

Average  Age  Receivables 


1927 


Amt 


%of 
Sales 


Total  Amount  to  Date 


1926 


Amt 


%of 
Sales 


1927 


Amt 


%of 
Sales 


Figure  26.    Current  Monthly  Statement  of  a  Typical  Manufacturing  Concern 
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profits.  In  brief,  the  greatest  use  of  all  such  reports  should  be 
the  "spotting"  of  those  individual  costs  that  should  receive  the 
attention  of  management. 

The  more  frequently  reports  are  rendered,  the  closer  will 
be  the  check  on  bad  tendencies,  and  the  sooner  remedies  may 
be  devised  to  stop  the  unfavorable  trends.  A  suggested  form 
for  such  a  report  (Figure  26)  shows  the  sales;  the  (manufac- 
turing) costs  of  sales;  the  items  of  selling,  administrative,  and 
financial  expense;  and  net  profit  for  the  present  month  this 
year  and  for  the  corresponding  month  last  year,  with  per  cent 
of  sales  for  guidance  in  showing  trends  of  items  that  have  be- 
come out  of  line.  The  cumulated  amount  of  these  same  items 
which  shows  the  income  and  costs  from  the  beginning  of  the 
fiscal  year  to  date  are  also  shown  in  same  report. 

Need  for  Cost  Reports However,  the  current  monthly 

reports  as  outlined  above  are  not  adequate  for  giving  control 
over  the  details  that  make  up  the  totals.  A  detailed  report  cov- 
ering the  individual  cost  items  in  the  factory  should  be  made. 
A  cost  accounting  system  is  normally  necessary  for  such  a  re- 
port. Much  of  these  data  (see  Figure  2'j  for  a  suggested  form) 
is  based  on  the  factory  ledger  secured  only  from  the  cost  ac- 
counts. 

Such  a  report  shows  the  current  monthly  amount  of  all 
significant  cost  items  for  the  present  year  and  for  the  corre- 
sponding month  last  year  expressed  in  dollars  and  in  unit  costs. 
In  the  factory  overhead  department  the  cost  of  each  item  per 
labor  hour  is  also  indicated.  A  monthly  cost  for  these  same 
items  cumulated  to  date  for  the  current  year  and  for  the  past 
year  may  be  added  to  give  a  barometer  of  volume  put  through 
the  plant  and  a  unit  cost  on  the  total  output  to  date. 

Supporting  Statistical  Reports. — A  supporting  statistical 
report  (Figure  28)  which  should  be  issued  periodically  with* 
the  monthly  operating  statements,  makes  use  of  all  critical  in- 


Present  Month               Total  Amount  to  Date 

• 

1936 

1927              1936 

1927 

Unit 
Costs 

Amt. 

%of 
Mfg. 
Costs 

Cost 

per 

I..abor 

Hour 

Amt. 

%of 
Mfg. 
Costs 

Amt. 

%of 
Mfg. 
Costs 

Amt. 

%of 
Mfg. 
Cost 

PRIME  COSTS: 

Raw  Materials  used  A 

Raw  Materials  used  B 

r>i«»rt  Labor  Costs 

Bonus  to  Direct  Labor 

Total  Prime  Costs 

FACTORY  OVERHEAD: 
Foremen's  Wasres 

Cost 

per 

Labor 

Hour 

Superintendents'  Salaries 

Power  and  Heat 

Factory  SuddUcs 

Laboratory  Expenses 

Repairs  to  Factory  Buildings. . 
Repairs  to  Mach.  and  Equip.  . 

Depreciation  on  Buildings 

Depr,  on  Mach.  and  Equip. . . . 
Taxes,  Fact.  Bldg.  and  Equip. 
Insurance  Factory 

Insurance  Industrial 

Factory  Office 

Engineering  Costs 

Misc.  Factory  Expenses 

Total  Factory  Overhead 

Total  Cost  of  Manuf.  Pro- 
ducts  

Total  Direct  I^hor  Hours 

Factory  Overhead  per  Direct 
Labor  Hour 

DifiFerence    in    Inventories 
Finished  Goods 

Cost  of  Goods  Sold 

TURNOVERS     OF     INVEN- 
TORIES: 

Materials  A  and  B 

Goods  in  Process* 

Finished  Goods 

Factory  Supplies 

*  Goods  m  Process  Inventories  should  be  distributed  to  Direct  Labor,  Materials  and 
Miscellaneous  Factory  Expenses,  in  order  to  show  the  correct  net  cost  for  each  of  these 
elements  of  cost. 

Figure  27.    Current  Monthly  Manufacturing  Cost  Report 
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formation  related  to  the  physical  output  in  terms  of  unit  costs 
of  production,  the  number  of  units  produced  per  dollar  invested 
in  various  departments  and  in  the  plant  as  a  whole,  and  the 
unit  costs  of  selling,  administration,  and  financial  expenses.    To 


Number  of  Units  Produced 

Manufacturing  Cost  per  Unit 

Number  of  Units  per  Dollar  in  Plant 

Sales:  Amount  in  Dollars 

Ratio  of  Sales  to  Trade  Debtors 

Ratio  of  Sales  to  Finished  Goods 

Ratio  of  Sales  to  Plant  Investment 

Ratio  of  Sales  to  All  Assets 

Ratio  of  Sales  to  Working  Assets 

Gross  Trading  Profits 

Per  Cent  of  Cost  of  Sales  to  Sales 

Gross  Profit  Per  Unit  of  Output  Sold 

Selling  Expenses  Per  Unit  of  Output  Sold . 
General  Expenses  Per  Unit  of  Output  Sold. 
Financial  Expenses  Per  Unit  of  Output. . . 

Total  Expenses  Per  Unit  of  Output 

Net  Operating  Profits 

Net  Operating  Profit  Per  Unit  of  Output . 

Extraneous  Profits 

Extraneous  Losses 

Total  Net  Profit  for  Year 

Per  Cent  of  Total  Net  Profit  on  Capital 

Stock  and  Surplus 

Per  Cent  of  Total  Net  Profit  on  All  Assets. 

Dividends  Paid  on  Preferred 

Dividends  Paid  on  Common 

Rate  on  Preferred  Stock 

Rate  on  Common  Stock 

Per  Cent  of  Earnings  Paid  in  Dividends. . 

Net  Addition  to  Surplus  for  Year 

Total  Earnings  for  Year  on  Common 

Turnover  of  all  Inventories: 

a.  Raw  Materials 

b.  Goods  in  Process 

c.  Finished  Goods,  Dept.  A 

d.  Finished  Goods,  Dept.  B 

e.  Factory  Supplies 


Amount 
1924 


Amount 


Amount 
1926 


Amount 
1927 


Figure  28.    Condensed  Statistical  Report  of  Operations  of  a  Typical 

Manufacturing  Concern 

make  the  report  complete,  the  outside  income  and  expenses  data 
may  be  appended.  Significant  sales  ratios  are  important  data 
included  here  to  correlate  the  sales  function  with  those  factors 
that  are  immediately  involved  as  sales  production  factors.  These 
cover  the  ratio  of  sales  to  plant,  sales  to  working  assets,  and 
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sales  to  trade  debtors.  The  report  should  be  closely  tied  to  the 
balance  sheets  and  exhibited  in  conjunction  with  that  state- 
ment as  shown  previously. 

The  primary  purpose  of  these  more  detailed  statistical  re- 
ports is  the  early  detection  of  operating  difficulties.  Where  no 
budget  system  or  operating  standards  are  in  force,  these  de- 
tailed reports  function  as  a  check  upon  current  performance,  the 
standard  of  which  is  the  costs  of  past  periods.  In  other  special 
cases  the  reports  may  be  used  to  check  operations  against  stand- 
ard costs. 

Manufacturing  Indices — By  postponing  consideration  of 
the  causes  for  the  variation  in  the  individual  cost  items  and 
centering  attention  on  the  measuring  device  that  may  be  used 
to  identify  the  elements  of  manufacturing  costs  that  are  out  of 
line,  hence  causing  a  direct  variation  in  net  profits,  it  may  be 
noted  that  there  are  two  independent  but  concurrent  checks  on 
manufacturing  cost  items  found  in  operating  statements  that 
may  be  used  to  identify  the  variations  in  costs  and  profits. 
These  methods  are,  first,  the  comparison  of  the  individual  fac- 
tory costs  to  net  sales;  and  second,  the  comparison  of  the 
individual  costs  to  total  manufacturing  costs.  The  one  com- 
pares the  diflFerences  in  costs  between  years  by  using  per  cent 
of  sales  as  a  basing  point;  the  other  uses  the  per  cent  of  pro- 
duction costs. 

Comparative  Manufacturing  Cost  Items  Based  on  Sales. 
— The  final  price  or  "cost  to  the  consumer  price"  naturally 
covers  all  costs,  including  buying  or  processing  costs,  selling 
costs,  administrative  costs,  financial  costs,  plus  a  net  profit  to 
the  seller.  This  applies  to  individual  goods,  to  lines  of  goods, 
and  to  the  total  goods  handled  during  the  year.  In  pricing 
goods,  competition  largely  sets  the  limits  of  the  price  for  the 
various  commodities  handled ;  therefore,  it  is  essential  that  costs 
at  all  times  be  kept  in  line  with  the  selling  prices  which  are 
largely  if  not  entirely  a  question  of  market  determination. 


268 


ACCOUNTING  REPORTS  IN  MANAGEMENT       [Ch.  i6 


Ch.  i6] 


PROFIT  AND  LOSS  STATEMENTS 


269 


Since  production  costs,  then,  are  planned  on  the  basis  of  an 
assumed  standard  or  on  a  previous  selling  price  for  a  specific 
commodity  or  a  line  of  goods,  it  is  possible  at  the  close  of  any 
monthly  or  quarterly  period  to  determine  whether  or  not  the 
integral  expense  items  going  to  make  up  the  total  manufactur- 
ing cost  have  been  kept  in  line  with  last  year's  or  the  "stand- 
ard" costs  for  the  individual  items ;  and  more  particularly  it  is 
possible  to  show  the  immediate  effect  of  changes  in  individual 
costs  on  the  profit  for  the  period  under  review. 

The  performance  for  the  year  as  measured  by  the  ratio  of 
each  manufacturing  expense  item  to  sales  will  divulge  the  fact 
whether  these  items  have  been  kept  in  line  with  the  previous 
year's  percentages  of  sales.  If  the  individual  items  and  also 
the  aggregate  manufacturing  costs  have  remained  unchanged 
between  periods  in  their  relationship  to  sales,  no  change  will 
result  in  the  gross  or  net  profit  which  can  be  attributed  to  ex- 
penses as  such.  If  changes  have  occurred,  the  question  then 
is  that  of  determining,  first,  the  reason  why  these  items  have 
become  out  of  line,  and  second,  if  the  item  is  subject  to  admin- 
istrative control. 

Fixed  and  Variable  Expenses — If  all  expenses  in  a  purely 
merchandising  concern  and  all  factory  costs  in  a  manufacturing 
concern  rose  and  fell  proportionately  with  the  volume  of  busi- 
ness done,  the  only  problem  of  successful  control  would  consist 
of  correlating  all  expenses  with  changes  in  sales,  assuming  that 
prices  and  volume  were  sufficiently  high  to  cover  all  costs.  But, 
since  it  is  physically  impossible  to  sell  or  process  goods  without 
the  investment  in  a  plant,  which  in  turn  entails  the  payment  of 
a  series  of  fixed  costs  that  bear  no  direct  relationship  to  the 
physical  volume,  a  dual  problem  of  control  confronts  manage- 
ment, viz.,  the  computation  of  a  price  policy  and  volume  output 
that  will  produce:  (i)  an  irreducible  primary  income  suf- 
ficiently large  to  cover  the  direct  costs  that  rise  and  fall  more 
or  less  directly  with  volume;  and  (2)  a  secondary  income  suf- 


ficiently large  to  cover  the  fixed  expenses  that  have  little  direct 
relationship  to  physical  volume,  and  (3)  a  net  profit. 

Efficiency  Standards  Required. — Control  over  net  profits 
consists,  then  (i)  in  working  out  a  schedule  of  anticipated 
unit  costs  and  total  costs  for  both  fixed  and  variable  items  in 
conjunction  with  changing  physical  volume;  and  (2)  in  prop- 
erly accounting  for  the  differences  in  actual  performance  com- 
pared with  these  pre-planned  costs.  The  first  standard  problem 
attempts  to  answer  the  question  propounded  by  the  budget  com- 
mittee  in  making  up  amounts  for  all  expense  quotas,  viz.,  what 
should  be  the  amount  of  individual  items  of  direct  and  overhead 
expenses  for  the  year  and  hence  the  unit  cost  for  each  of  the 
fixed  (and  semi-fixed)  expenses  at  various  rates  of  output? 

A  certain  sales  volume,  for  example,  for  one  year  or  one 
month  with  a  definite  cost  of  sales  (which  includes  all  manu- 
facturing expenses),  and  a  set  schedule  of  selling,  administra- 
tive, and  financial  expenses,  will  require  a  completely  revised 
schedule  of  manufacturing  costs  and  expenses  if  the  volume 
be  increased  or  decreased  during  the  second  period.  How  can 
these  second-year  quotas  be  determined  in  advance  and  later 
measured,  and  what  is  the  criterion  of  efficiency  as  shown  in  the 
operating  statements  ?  In  short,  what  test  has  management  that 
a  second  year's  or  a  third  year's  profit  and  loss  and  manufactur- 
ing statement  represents  perfect  performance  on  the  part  of  all 
departmental  heads  charged  with  operations  ?  Operating  state- 
ments themselves  do  not  provide  such  standards  except  in  cases 
where  past  reports,  for  example,  the  previous  year  or  the  aver- 
age for  a  series  of  years,  are  accepted  as  standards. 

Relationship  of  Factory  Costs  to  Sales  Volume Certain 

of  the  costs  and  expenses,  namely,  raw  materials  used,  direct 
labor,  most  of  the  selling  expenses,  and  in  some  cases,  sales 
discounts,  are  consistently  variable  and  should  normally  bear  a 
definite  relationship  to  sales,  providing  selling  prices  have  not 
varied  between  periods.    The  semi-constant  costs,  such  as  fa- 
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Ch.  i6J 


PROFIT  AND  LOSS  STATEMENTS 


Eastern  Metal  Products  Company 


December  31 


192s 

%of 
Sales 

1926 

%of 
Sales 

1927 

%  of 
Sales 

Sales 

$250,000 
200,000 

100.00 
80.00 

$260,000 
210.000 

100.00 
80.77 

$250,000 
195,000 

100.00 

Cost  of  Sales 

78.00 

Gross  Profits 

$  50,000 

20.00 

$  50.000 

•  19- 23 

$  55. 000 

22.00 

Sales  Salaries 

IS. 000 
S.ooo 
3.S00 

6.00 
2.00 
1.40 

16,000 
S.ooo 
3.800 

6.16 
1.92 
1.46 

17.000 
6,000 
3.600 

6.80 

Advertising 

3.40 
I  44 

Delivery  Expenses 

Net  Trading  Profit — 

$  26,500 

10.60 

$  25,200 

9.69 

$  28,400 

11.36 

Office  ExDenses 

4.  SOD 
1,000 
6,000 
2,500 

1.80 
0.40 
2.40 
1. 00 

5.000 
1,200 
6,000 
2,400 

1.92 
0.46 

3.31 
0.92 

4.000 

900 

6,000 

2,000 

1.60 

Insurance 

0.36 

Rent 

3.40 

Lieht  and  Heat 

0.80 

Net  Operating  Profit. 

$  12,500 

S  00 

$  10,600 

4.08 

$  15.500 

6. 30 

Interest 

500 
3.000 

0.20 
0.80 

700 
2.200 

0.27 
0.85 

300 
1,800 

0.08 

Sales  Discount 

0.72 

Net    Profit    for    the 
Period 

$  10.000 

4.00 

$    7.700 

3.96 

$  13.500 

5  40 

Manufacturing  Costs*. 

Raw  Materials  used 

Direct  Labor  Costs 

125,000 
40,000 

50.00 
16.00 

130,000 
42.000 

SO. 00 

16.15 

120.000 
35.000 

48.00 
14.00 

Total  Direct  Costs 

165,000 

66.00 

172.000 

66.15 

155. 000 

63.00 

Indirect  Labor 

20,000 
8,000 
S.ooo 

3.000 

8.00 
3.20 
3.00 

0.80 

21.000 

10,000 

S.ooo 

3.000 

8.08 
3.84 
1.92 

0.77 

20,000 
9.000 
8.000 

3.000 

8  00 

Power  Costs 

3.60 
3.30 

I  20 

Deoreciation 

Insurance,  and  Miscel- 
laneous  

Total  Burden 

35. 000 

14.00 

38,000 

14.61 

40.000 

16  00 

Total  Manufacturing 
Costs  and  Costs  of 

Sales 

$200,000 

80.00 

$210,000 

80.76 

$195,000 

78. OQ 

♦  Goods  in  Process  allotted  to  Labor,  Materials,  and  Miscellaneous  Overhead  Expense. 
Figure  29.    Comparative  Profit  and  Loss  and  Manufacturing  Statements 

cannot  be  controlled  directly  by  a  per  cent  of  sales  figure.    The 
fixed  factory  costs,  such  as  factory  depreciation,  patent  costs. 
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engineering,  and  all  service  department  costs,  insurance,  rent, 
taxes,  together  with  the  fixed  selling  and  office  expenses,  capi- 
tal interest  costs  and  such  items,  bear  no  direct  relationship  to 
volume,  hence  cannot  be  controlled  by  comparisons  with  the 
sales  figures.  Both  the  semi-constant  and  the  fixed  costs  must 
be  checked  against  "institutional**  standards,  those  of  the  shop, 
office,  etc.,  or  against  budget  standards.  In  many  business 
concerns  the  per  cent  of  sales  method  is  used  for  controlling 
both  the  direct  and  the  semi-constant  expenses.  The  plan  of 
using  per  cent  of  sales  for  standards  is  adaptable  to  commer- 
cial plants  where  the  majority  of  costs  are  directly  allied  to  the 
selling  function. 

The  following  illustrations  based  on  the  data  of  the  Eastern 
Metal  Products  Company  (Figure  29)  give  a  suggested  plan 
for  analyzing  an  operating  statement  for  control  purposes. 
Control  over  variable,  semi -constant,  and  fixed  costs  is  based 
here  on  a  per  cent  of  sales. 

The  variable  costs  and  expenses  of  the  Eastern  Metal  Prod- 
ucts Company,  those  directly  related  to  sales  volume  and  to- 


Raw  Materials 

Direct  Labor 

Sales  Salaries 

Delivery  Costs 

Advertising  Costs  ♦. 
Sales  Discounts  f... 


Variation  in 
Per  Cents 
Based  on 
1926  Sales 


Increase 


Decrease 


Totals 

Loss  in  Net  Profits 


.001538 
.001538 
.000615 
.C00769 
.0004615 


$  400 
400 
160 

120 


$1,080 


$1,080 


$  200 


$  200 

880 


$1,080 


Advertising  may  be  classified  as  a  semi-constant  expense  in  many  insUnces. 

«,\,  k!**i  '^i*"P**  may  bear  no  direct  relationship  to  sales,  due  to  change  in  discount  Dolides  and 
may  oe  classified  as  a  deduction  from  sales. 
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tailing  76.2%  of  the  1926  net  sales,  showed  the  changes  in 
amounts  given  above,  based  on  a  per  cent  of  sales. 

The  semi -constant  costs  and  expenses  indirectly  related  to 
volume  and  amounting  to  11.2%  of  the  1926  sales  showed  the 
following  changes  in  amounts  based  on  a  per  cent  of  sales : 


. 

Variation  in 
Per  Cents 
Based  on 
1926  Sales 

Increase 

Decrease 

Indirect  Labor 

.000760 -f 
.006461  -f 

$    200 
1,680 

Power  Costs  Factory 

0 

Totals 

$1,880 

Loss  in  Net  Profits 

$1,880 

$1,880 

$1,880 

The  fixed  costs  and  expenses  unrelated  to  volume  and 
amounting  to  8.6%  of  sales  showed  the  following  changes  in 
amounts  based  on  a  per  cent  of  sales : 


Factory  Depreciation 

Insurance  (Factory) 

Insurance  (Administrative) 

Rent 

Office  Expenses 

Interest 

Light  and  Heat 


Variation  in 
Per  Cents 
Based  on 
1926  Sales 


Increase  Decrease 


Totals 

Gain  in  Net  Profits. 


.0007690 
.0003077 
.0006154 
.0009231 
.0012306 
.0006992 
.0007690 


$160 


320 
180 


$660 
60 


$720 


$200 
80 

240 


200 


$720 


$720 
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In  summary  form  the  causes  for  variation  in  the  net  profits 
between  the  second  and  the  first  year  as  revealed  in  the  per  cent 
of  variable,  semi-constant  and  fixed  expenses  to  sales,  are 
shown  in  the  following  form: 

Eastern  Metal  Products  Company 


Sales 
Volume 


Losses. 
Gains. 


Variations  in  Net  Profits 
between  Years 


$400* 


Vari- 
able 
Expenses 


$880 


Semi- 
Constant 
Expenses 


Fixed 
Exp>enses 


$1,880 


Totals 


$60 


$2,760 
460 


$2,300 


♦.The  $10,000  added  volume  at  the  1925  net  rate  of  4%  on  sales. 

Conclusion.-If  the  standard  for  all  individual  or  group  of 
expenses  ,s  based  on  a  given  per  cent  of  sales  as  a  norm,  or 
par  in  performance,^*  it  is  obvious  that  those  items  that  failed 
to  dechne  or  rise  in  per  cents  commensurate  with  the  rise  or 
fall  m  sales  volume,  are  the  only  ones  that  would  register  "out 
ot  Ime.  However,  it  must  not  be  forgotten  that  it  is  the 
normal  phenomenon  for  fixed  expenses  to  fall  less  rapidly  than 
sales;  hence  these  expense  items  that  register  "out  of  line*'  mav 
SnTerS^'  ^^^S^^^^nt  so  far  as  efficiency  in  handling  funds  is 

Primary  Income,  Secondary  Income  and  Net  Profits  — 

he  operatmg  data  of  a  manufacturing  concern  may  be  drawn 

up  to  show  the  significant  relationship  between  (i)  the  primarv 

U^Ti'    ^^^   secondary  mcome,    (4)    semi-constant  costs 

(5)  fixed  costs,  and  (6)  net  profit.    The  statement  of  the  Ealt 

em  Metal  Products  Company  given  on  the  following  pa.e     - 

lustrates  the  form  of  such  a  report,  which  should  be  read  in 

conjunction  with  those  on  pages  276  and  277 
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Eastern  Metal  Products  Company 
Statement  of  Primary  Income,  Secondary  Income,  and  Net  Profits 

1925-1926 


1925 

%of 
Primary 
Income 

1926 

%of 
Primary 
Income 

1.  Primary  Income  (Sales) 

2.  Variable  Costs 

$250,000 
190,500 

100. 0 
76.2 

$260,000 
199,000 

100  0 
76.5 

1.  Secondary  Income 

59.500 
28,000 

23.8 
II. 2 

61,000 
31,000 

23  S 

4.  Semi-Constant  Costs 

12.0 

5.  Fixed  Costs 

31.500 
21,500 

12.6 
8.6 

30,000 
22,300 

II  5 
8.6 

6.  Net  Profit  for  Year 

$  10,000 

4.0 

$     7.700 

2.9 

Such  a  suggested  financial  statement  rearranged  on  the 
basis  of  this  grouping  of  expenses  would  show :  ( i )  the  "pri- 
mary income  (sales),"  from  which  is  deducted  the  variable 
costs  which  tend  to  fluctuate  with  volume  of  business;  (2)  the 
"secondary  income,"^  from  which  is  deducted  the  semi-con- 
stant and  fixed  expenses;  and  (3)  "net  profit."  The  direct 
comparison  between  primary  income  and  primary  costs  reveals 
whether  or  not  the  total  volume  of  any  year,  or  the  volume  of 
a  particular  department  or  line  of  goods,  is  paying  its  own 
direct  costs.  An  increasing  volume  sold  at  a  level  below  direct 
costs,  inevitably  will  cause  increasing  losses  directly  in  propor- 
tion to  the  volume  of  transactions. 

In  times  of  depression,  when  a  firm  is  often  able  to  cover 
only  a  portion  of  the  overhead  costs,  it  is  necessary  to  know, 
first,  if  the  prime  costs  of  production  and  selling  are  being  cov- 
ered in  total  sales,  and  second,  the  amount  remaining  for  sec- 
ondary purposes,  i.e.,  to  cover  all  semi-constant  and  overhead 
costs. 


1 «( 


'Secondary  income"  corresponds  to  the  usual  gross  trading  profit  in 
this  illustration. 
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The  size  of  the  "secondary  income"  indicates  the  amount  of 
money  available  for  paying  the  interest  on  borrowed  funds,  the 
cost  of  administration,  and  similar  overhead  costs.  The  cover- 
ing of  these  expenses,  providing  the  primary  costs  are  recov- 
ered, is  largely  a  question  of  volume.  In  any  successful  going 
concern  the  primary  income  should  cover  the  direct  costs ;  other- 
wise no  net  profit  could  be  made  regardless  of  volume.  An 
abnormally  small  margin  of  "secondary"  profit  (an  amount 
above  primary  costs)  per  unit  of  sales,  can  be  turned  into  a 
net  profit  providing  a  sufficient  volume  of  business  can  be 
procured;  hence,  the  policy  in  depressions  of  low  prices  and 
large  volume. 

Variable  Expenses  Based  on  Sales:  Semi-Constant  as 
Absolute  Differences. — Since  many  of  the  costs  of  the  East- 
ern Metal  Products  Company  are  either  semi-constant  or  fixed, 
as  is  the  case  with  many  such  concerns  with  a  sizable  overhead, 
a  second  statement  should  be  made  that  shows:  (i)  the  differ- 
ences in  variable  expenses  that  are  directly  related  to  sales,  in 
terms  of  per  cents  of  sales,  (2)  the  semi-constant,  and  (3) 
fixed  expenses  as  actual  differences  in  amounts.  By  grouping 
the  variable  expenses  and  comparing  them  with  sales,  a  ready 
guide  can  be  supplied  for  checking  those  costs  that  are  out  of 
line  with  sales.  The  statement  shows  how  much  they  have 
varied  from  the  normal  or  "standard"  per  cent  of  sales  as  was 
shown  in  the  previous  case.  The  showing  of  the  overhead 
costs  as  absolute  differences  allows  a  direct  comparison  one  year 
with  the  next  of  the  continuing  costs  that  have  no  direct  rela- 
tionship to  sales  volume  and  hence  require  a  different  technique 
for  control.  The  following  three  exhibits  show  variation  in  net 
profits  due  (I)  to  changes  in  variable  costs  based  on  per  cent 
of  sales;  (II)  variation  in  semi-constant  costs  based  on  absolute 
differences;  and  (III)  variations  in  fixed  costs  based  on  abso- 
lute differences. 
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I.    Changes  in  Variable  Costs  Based  on  Per  Cent  or  Sales 


% 
of 

1925 
Sales 

1926 

Costs 
Based  on 
1925  Per- 
centages 

Actual 
1926 
Costs 

De- 
creases 

In- 
creases 

De- 
crease 

in  Net 
Profit 

In- 
crease 
in  Net 
Profit 

Materials 

So.o 
16.0 

9  4 

0.8 

$130,000 

41,600 

24,440 

3,080 

$130,000 

42,000 

24,800 

3,300 

$400 
360 

I30 

$400 
360 
120 

Direct  Labor 

Selling  Expenses* . . . 
Sales  Discounts 

Totals 

76.2 

$198,120 

$199,000 

0 

$880 

$880 

0 

Net  Loss  in  Prof 

its  due  ♦'^  inrrpn«»  in  Variable  Costs 

$880 

♦  See  Figxxre  29. 


II.  Absolute  Differences  in  Semi-Constant  Costs 


1925 

1926 

De- 
creases 

In- 
creases 

De- 
crease 
in  Net 
Profit 

In- 
crease 
in  Net 
Profit 

Indirect  Labor 

Power  Costs  (Factory) 

$20,000 
8,000 

$21,000 
10,000 

$1,000 
3,000 

$1,000 
3,000 

Totals 

$28,000 

$31,000 

0 

$3,000 

$3,000 

0 

Net  Loss  in  Profit 

s  due  to  increases  in  Semi-Constant  Costs 

$3,000 

Ch.  16I  PROFIT  AND  LOSS  STATEMENTS 

III.    Absolute  Differences  in  Fixed  Costs 


V7 


1925 

1926 

De- 
creases 

In- 
creases 

De- 
crease 
in  Net 
Profit 

In- 
crease 
in  Net 
Profit 

Factory  Depreciation 
Insurance  Factory. . . 
Insurance  Administ. . 
Rent        

$  S.ooo 
2,000 
1,000 
6,000 
4.500 
500 
2,500 

$  S.ooo 
2,000 
1,200 
6,000 
S.ooo 
700 
2,400 

$100 

$200 

500 
200 

$200 

Soo 
200 

OflSce  Expenses 

Interest 

Light  and  Heat 

$100 

Totals 

$31,500 

$22,300 

$100 

$900 

$900 

$100 

Net  Loss  in  Profits  due  to  increases  in  Fixed  Expenses.  . . 

800 

$900 

$900 

The  causes  for  the  variation  in  the  net  profits  would  be 
shown  thus : 

(a)  Loss  on  variable  costs  based  on  1925  per  cent  of  sales 

(See  I  above) $    880 

(b)  Loss  on  semi-constant  costs  shown  as  absolute  differ- 

ences (See  II  above) 3 ,000 

(c)  Loss  on  fixed  costs  shown  as  absolute  differences  (See 

III  above) 800 


Total  losses $4,680 

(d)  Gain  in  secondary  income  * 2 ,380 

Decrease  in  net  profits $2 ,  300 

*Gain  in  secondary  income: 

Sales  1926 $360. ocp 

Sales  1925 250, 000 

DiflFerence  in  sales 10,000 

Secondary  income  rate  1925  (See  page  274.) 238% 

Gain  in  secondary  income $2,380 

The  plan  is  applicable  to  plants  where  no  unit  costs  are  de- 
veloped as  a  part  of  the  control  system.     It  is  being  actively 
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used  in  cases  where  a  large  number  of  lines  of  small  articles 
such  as  novelties,  cutlery,  etc.,  are  being  manufactured. 

Outside  of  the  manufacturing  field,  for  instance,  in  larger 
department  stores,  where  the  sales  are  divided  into  distinctive 
departments  and  many  of  the  expenses  are  closely  related  to 
volume,  the  per  cent  of  sales  control  for  the  direct  selling  ex- 
penses, and  a  comparison  of  the  absolute  difference  for  the  bal- 
ance of  the  expenses,  is  being  employed  in  many  cases.  It  has 
been  adopted  in  other  instances  where  distinctive  lines  of  goods 
are  handled,  and  where  volume  and  selling  costs  are  closely 
related. 

Variation  in  Manufacturing  Cost  Items  Based  on  Total 
Production  Costs. — It  must  be  recognized  that  any  compara- 
tive manufacturing  cost  statement  has  decided  limitations  in  the 
field  of  control  over  production  costs,  because  of  the  narrow 
scope  of  the  data  contained  in  these  reports.  In  small  plants 
and  where  operations  are  simple,  a  measure  of  control  may  be 
exercised  over  prime  and  indirect  manufacturing  cost  items 
through  the  use  of  frequently  rendered  statements  that  com- 
pare the  per  cent  of  the  integral  costs  to  the  total  manufacturing 
costs  for  the  current  month  or  quarter  this  year  with  a  previous 
month  or  quarter.  If  the  operations  are  continuous,  each 
month's  per  cent  can  be  checked  with  the  preceding  month,  or 
with  a  period  in  the  past  when  general  operating  conditions 
were  substantially  similar  to  the  current  period. 

A  comparative  manufacturing  cost  statement,  basing  the 
per  cent  of  each  integral  cost  upon  total  production  costs,  serves 
primarily  as  an  indicator  of  tendencies  of  each  cost  element. 
When  rendered  frequently,  before  a  situation  becomes  out  of 
hand  and  before  serious  errors  have  been  committed,  this  type 
of  report  may  function  in  its  own  field  as  a  check  against 
operating  losses  that  result  from  faulty  manufacturing  con- 
ditions, internal  in  nature  and  subject  to  managerial  control. 
Such  statements  are  in  no  wise  a  substitute  for  cost  account- 
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Eastern  Metal  Products  Company 


1926-1927 

1926 
Costs 

Per 
Cent  of 
Manu- 
facturing 
Cost 

1927* 
Costs  on 
Basis  1926 
Per  Cents 

Actual 
Manufac- 
turing 
Costs 
1927 

Difference 

Cost  of  Sales 

$210,000 

100.00 

$201,924 

$195,000 

$6,924  gain 

Materialsf 

Direct  Labor 

Indirect  Labor 

Power  Costs 

130,000 

42,000 

21,000 

10.000 

S,ooo 

2,000 

61.91 

20.00 

10.00 

4.76 

2.38 

0.9s 

125,010 

40,384 

20, 190 

9,611 

4.809 

1,920 

120,000 

35.000 

20,000 

9,000 

8,000 

3.000 

5,010  gain 
5,384  gain 
190  gain 
611  gain 
3,191  loss 
1 ,  080  loss 

Depreciation 

Insurance  &  Misc .... 

Totals 

• 

* 

$210,000 

100.00 

$201,924 

$195,000 

$6,924  gain 

Savings  made  in  Manufacturing  Costs $6,924 

Loss  in  Sales  Volume  ($10,000  X  19.24%  1926  gross  profit  rate) i  .924 

Difference  in  Gross  Profit $5 ,000 

Analysis  of  Expenses:  (Absolute  Differences) 

Gains: 

Delivery  Expenses $     200 

Office  Expenses i  ,000 

Insurance 300 

Light  and  Heat 400 

Interest 500 

Sales  Discounts 400    $2 ,  800 


Losses: 

Sales  Salaries $1 ,  000 

Advertising i  ,000      2,000 


Net  gain  in  expenses . 


800 


Total  gain  in  profits  over  1926 $5 ,  800 

♦  On  the  ig26  per  cent  basis  the  manufacturing  cost  items  here  show  what  the  cost  would  have 
+"!?■  ''  u      secon'l  year  if  no  variations  had  been  made  from  the  former  per  cent  of  total  costs 
T  finished  goods  inventory  and  process  inventory  have  been  distributed  to  materials   labor   and 
miscellaneous  expenses. 

Figure  30.    Variation  in  Profits  Caused  by  Changes  in  the  Per  Cent  of  Each  Cost 
Item  to  Totals.    Cost  of  Sales  Adjusted  to  Former  Per  Cent  of  Sales. 
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ing  systems,  nor  budgets,  but  may  be  used  where  these  systems 
are  not  employed. 

Naturally  a  follow-up  plan  must  be  instituted  where  such 
limited  reports  are  employed,  in  order  to  locate  specific  operat- 
ing factors  that  are  causing  the  trouble  registered  in  the  com- 
parative statements. 

The  report  of  the  Eastern  Metal  Products  Company  for  the 
year  1926- 1927  in  Figure  30  shows  the  system  of  reporting  de- 
scribed above.  It  shows  those  items  that  are  out  of  line  and  to 
what  extent  the  change  in  costs  have  caused  a  variation  in  the 
profits  for  the  year. 

• 

Unit  Cost  Reports. — A  unit  manufacturing  cost  report 
shows  the  expenses  of  each  manufacturing  item  per  unit  of 
product  made.  It  shows  the  materials,  labor,  and  burden 
outlay  required  for  each  physical  unit  produced  by  the  factory. 
A  subdivision  of  the  burden  group  may  be  made  which  gives 
the  cost  per  unit  for  each  overhead  item. 

The  report  indicates  whether  the  cost  to  produce  and  sell 
has  been  kept  to  the  minimum,  where  goods  are  made  on  con- 
tract ;  or  whether  the  article  is  being  produced  at  a  satisfactory 
profit,  where  the  sales  price  is  determined  by  competition. 

The  statement  may  be  expanded  to  include  the  unit  sales 
price,  operating  expenses,  and  net  profit  for  each  unit  sold. 

An  additional  advantage  is  gained  by  making  the  report  out 
in  comparative  form  showing  the  trends  of  manufacturing 
costs  and  operating  expenses  for  each  unit  handled. 

Such  a  report  for  the  New  England  Implement  Company  is 
given  on  the  following  page.     (See  Figure  31.) 

The  unit  cost  report  likewise  furnishes  the  means  for 
locating  the  items  of  cost  that  have  become  out  of  line  com- 
pared with  previous  costs.  In  this  respect  it  serves  a  similar 
purpose  to  the  statement  that  shows  the  per  cent  of  each  item 
of  manufacturing  cost  to  sales,  or  to  total  manufacturing 
costs. 
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Begin.  Inv.  Finished  Goods. 
Number  of  Units  Produced . 


Final  Inv.  Finished  Goods. 

Number  of  Units  Sold 

Selling  Price 

Begin.  Inv.  Fin.  Goods. . 


Raw  Materials. 
Direct  Labor. . , 


Total  Direct  Costs. 


Indirect  Labor. 
Power  Costs. .. 
Depreciation.. . 
Miscellaneous. . 


Total  Burden 

Total  Manufacturing  Costs. 

Final  Inv.  Fin.  Goods 

Cost  of  Sales 

Gross  Profit 


Selling  Expenses. . . 
Admin.  Expenses. . 
Financial  Expenses . 

Total  Expenses 

Net  Profit  or  Loss*.. 


1925 


7.500 
200,000 


207,500 
8,000 


199.500 
$1 . 2500 


I. 0371 


0.6250 
0.2000 


0.8250 


o.  1000 
0.0400 
0.0250 

O.OIOO 


0.1750 


I. 0000 


I. 0000 


I. 0014 


0.2486 


O.I I 78 

0.0652 
0.0125 


o  1955 


0.0531 


1926 


8,000 
195,000 


203,000 
9.500 


193.500 
$1.2381 


I. 0000 


0.6666 
0.2154 


0.8820 


0.1077 
0.0513 
0.0256 
o . 0103 


0.1949 


1.0769 


I .0769 


1.0737 


0.1644 


0.1282 

0.0754 

0.0150 


0.2186 


0.0542* 


December  31 


1927 


9.500 
210,000 


219.500 
11,000 


1928 


11,000 
240,000 


251,000 
15.000 


208,500   236,000 


$1.2820 


1.0769 


0.5714 
0.1667 


0.7381 


0.0952 
o . 0429 
0.0381 
0.0143 


0.1905 


0.9286 


0.9286 


$1.2744 


0.9286 


0.5417 
0.187s 


0.7292 


O.IOOO 

0.0333 

0.0250 
0.0083 


0.1666 


0.8958 


09353 


0.3467 


0.1276 
0.0618 
0.0096 


0.1990 


0.1477 


0.8958 


0.8974 


0.3770 


0.II86 
0.0657 

0.0123 


o . 1966 


0.1804 


Figure  31.    Showing  Selling  Prices,  Costs,  Expenses,  and  Net  Profit  per  Unit  of 

Product  Manufactured  and  Sold 
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However,  the  unit  cost  report  has  an  advantage  over  the 
per  cent  of  sales  report  because  it  measures  manufacturing 
costs  independently  of  sales.  Changes  in  sales  volume  are 
often  affected  by  changes  in  selling  prices,  which  have  no 
direct  bearing  on  manufacturing  costs. 

A  report  showing  the  per  cent  of  production  costs  to  sales 
tells  whether  the  various  cost  items  are  being  kept  in  line 
with  sales  and  whether  profits  are  being  made  on  various  lines 
manufactured,  but  does  not  locate  uneconomical  manufacturing 
procedures  in  the  way  that  a  unit  cost  report  does. 

Efficiency  in  Handling  the  Manufacturing  Outlay. — The 
desideratum  in  a  production  program  from  an  operating  and 
also  a  financial  viewpoint  is  a  maximum  flow  of  goods  out  of 
the  plant  into  trade  channels  and  a  minimum  holdover  of  goods 
in  the  inventories.  The  smaller  the  proportion  of  the  current 
production  costs  represented  in  goods  in  process  and  finished 
goods  at  the  close  of  the  year,  the  more  successful  has  been 
the  handling  of  the  funds  spent  for  production  purposes. 

The  larger  the  final  inventories  compared  to  the  portion  of 
manufactured  goods  sold,  the  less  successful  has  been  the  han- 
dling of  funds.  Large  inventories  remaining  unprocessed  in 
the  plant  and  goods  in  the  warehouse  tie  up  credit  and  involve 
an  interest  outlay  and  other  incidental  handling  costs. 

A  single  statistical  report  (Figure  32)  shows  the  distribu- 
tion of  total  annual  production  outlay  in  (i)  final  goods  in 
process  inventory,  (2)  finished  goods  manufactured  and  sold 
this  period,  and  (3)  finished  goods  manufactured  and  on  hand 
at  the  close  of  the  period.  It  gives  an  important  idea  of  the 
success  of  the  comptroller  in  correlating  the  activities  of  the  pro- 
duction department  working  in  cooperation  in  the  sales  depart- 
ment and  the  financial  department. 

The  Ratio  of  Purchases  to  Inventories. — A  check  upon 
the  correlation  of  the  work  of  the  purchasing  agent  with  the 
manufacturing  department  may  be  secured  in  a  report  that 
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192s 


1926 


1927 


Total  Annual  Manufactur- 
ing Outlay: 
Goods  in  Process,  January  i 

Materials  Used 

Direct  Labor  Costs 

Factory  Overhead 

Total  Outlay  for  Year. . . . 


$  8,500 

95.300 

110,800 

79.370 


$293,970 


Amt. 


Distribution   of   Manufac- 
turing Outlay: 
Goods  in  Process,   Decem- 

J)er  31 %    8,000 

Goods  Manuf.  and  Sold* ...    263 ,  220 
Finished  Goods,  December  3 1 1     22,750 


Totals $293,970 


$    8,000 

108,600 

125.750 

85.675 


$328,025 


% 


2.7 

89.6 

7-7 


Amt. 


$     7.500 

302,675 

17.850 


100. 


00  $328, 


025 


% 


$     7.500 

104,700 

122,850 

87,430 


$322,480 


Amt. 


2.3 

92.3 

5-4 


% 


$    5.000 
312,300 
5,180 


100.00  $322,480 


1.6 

96.8 

1.6 


100.00 


*  Manufactured  goods  produced  and  sold  during  the  current  year  are  computed  as  follows: 

1925      I9a6      1927 

Cost  of  Goods  Sold $288,595        $325,425        $330,150 

Finished  Goods,  January  i 25.375  22.750  17.850 

Manufactured  Goods  Produced  and  Sold  during  year  at  Cost...  $263,220        $302,675        $312,300 


Figure  32.    Distribution  of  Total  Annual  Manufacturing  Costs 

shows  the  ratio  of  purchases  to  the  raw  materials  inventory  at 
the  close  of  the  year. 

Ratio  of  Raw  Materials  to  Purchases 


Purchases  of  Materials 

Raw  Materials  Inventory,  December  31 

Per  Cent  of  Purchases  remaining  in  Inventory 


1927 


$820,359 
98,830 
12.0% 


A  tendency  toward  high  inventory  to  purchases  ratio  shown 
above  indicates  overbuying  for  present  manufacturing  require- 
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ments.  A  relatively  small  inventory  or  a  tendency  toward  a 
low  inventory  ratio  would  indicate  a  "hand-to-mouth"  buying 
policy.  The  report  should  be  used  in  connection  with  the  dis- 
tribution of  the  manufacturing  outlay  report  (Figure  32)  and 
the  turnover  report,  which  shows  the  rate  of  turnover  of  the 
raw  materials. 

The  same  analysis  could  be  made  in  a  commercial  concern 
where  it  is  desired  to  check  on  purchasing  policies. 

Ratio  of  Manufacturing  Costs  to  Finished  Goods  Inven- 
tory— A  similar  study  often  used  in  conjunction  with  the 
above  report,  where  no  budget  system  is  in  operation,  is  one 
that  shows  the  ratio  of  total  manufacturing  costs  to  the  finished 
goods  inventory.  This  latter  report  given  below  shows  the 
correlation  between  the  sales  requirements  and  the  production 
quotas.  A  tendency  toward  an  increasing  ratio  of  inventories 
of  completed  goods  to  total  manufacturing  costs  would  indi- 
cate losses  in  the  expenses  incidental  to  inventory  carrying  and 
the  tying  up  of  unnecessary  values  in  inventories ;  a  decreasing 
ratio  would  show  savings  in  these  costs  and  a  lessened  credit 
strain  required  for  carrying  finished  goods.  The  report  should 
be  used  in  connection  with  the  turnover  of  the  inventory  of 
finished  goods  report.  A  closer  check  upon  inventory  require- 
ments is  to  be  found  in  budget  reports  (see  Chapter  XXI) 
where  such  a  system  is  used. 

This  report  to  be  most  effective  should  be  issued  weekly, 

Northern  Lime  Company 
Ratio  of  Manufacturing  Costs  to  Final  Finished  Goods  Inventory 


Manufacturing  Cost 

Finished  Goods,  December  31 

Ratio  of  Manufacturing  Costs  to  Inven- 
tory  


1925 


S293,97o 
22,750 

1 2 . 9  to  I 


1926 


$328,025 
17,850 

18.4  to  I 


1927 


$322,480 
5,180 

62.3  to  I 
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monthly,  or  quarterly  at  the  latest  to  detect  tendencies  in  the 
over-or-under  accumulation  of  finished  goods. 

Ratio  of  Initial  Inventory  of  Finished  Goods  to  Sales  Re- 
quirements.— The  ratio  of  the  initial  inventory  of  finished 
goods  to  sales  requirements  for  the  first  month  gives  a  second- 
ary check  on  the  condition  of  inventory  quotas.  The  report 
below  shows  the  amount  of  goods  on  hand  available  for  the 
sales  needs  for  the  next  month.  If  compiled  weekly  or  monthly 
the  report  would  serve  as  a  type  of  budget  control.  If  based 
on  the  annual  or  semi-annual  statements,  it  would  serve  as  a 
check  on  the  requirements  of  inventories  at  opening  dates. 

Northern  Lime  Company 
Ratio  of  Initial  Inventory  of  Finished  Goods  to  Sales  Requirements 


1925 

1926 

1927 

Cost  of  Sales 

$288,595 
24,049 

25,375 

$325,425 
27,118 

22,750 

$330,150 

Average  Monthly  cost  of  Sales 

Inventory  Finished  Goods,  January  i  . 

27,512 
17,850 

Per  Cent  of  Average  Monthly  Require- 
ments in  Initial  Inventory 

105.5% 

83.8% 

64.9% 

Trends  Shown  by  Index  Numbers.- — A  very  useful  analy- 
sis of  the  trends  of  sales  costs  and  expenses  may  be  made  by 
showing  the  first  or  base  year  in  actual  amounts  and  the  sub- 
sequent years  as  per  cents  on  the  base  year  as  shown  in  the  case 
below.  It  shows  at  a  glance  the  tendency  of  items,  but,  of 
course,  fails  to  identify  the  cause  for  variations  in  actual 
amounts.     (See  statement  on  page  286.) 

Operating  Reports  for  Commercial  Concerns. — A  current 
report  for  checking  the  income,  expenses,  and  departmental 
efficiency  of  a  commercial  concern  is  shown  in  Figure  33.    The 

"For  a  full  treatment  of  trends  shown  by  index  numbers,  see  Stephen 
Gilman,  Analyzing  Financial  Statements. 
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Eastern  Metal  Products  Company 
Profit  and  Loss  Statement  Showing  Trends  in  Index  Numbers 


1925 

1926 

1927 

1928 

Sales 

$250,000 
200,000 

104 
105 

100 
105 

95 
104 

85 
116 

77 

100 
97 

no 
113 

107 
92 

124 
80 

135 

92 

Cost  of  Sales 

87 

Gross  Profit 

50,000 
23,500 

no 

Selling  Expenses 

103 

Trading  Profit 

26,500 
14,000 

116 

Administrative  Expenses 

97 

Operating  Profit 

12,500 
2,500 

136 

Financial  Expenses 

100 

Net  Profit  for  Period 

$  10,000 

146 

Manufacturing  Statement  Trends  in  Index  Numbers 


1925 

1926 

1927 

1928 

Raw  Materials  Used 

$125,000 
40,000 

104 

105 

104 

105 
125 

100 
100 

108 
105 

96 
87 

94 

100 
112 
160 
150 

114 
97 

88 

Direct  Labor 

75 

Total  Direct  Costs 

165,000 

85 

Indirect  Labor 

20,000 
8,000 
5,000 
2,000 

90 
106 

Power  Costs 

Deoreciation 

140 
75 

Insurance  and  Miscellaneous 

Total  Burden 

S  35,000 

TOO 

Total  Manufacturing  Costs  and  Cost 
of  Sales 

$200,000 

87 

report  should  be  issued  monthly  in  order  to  be  of  greatest 
value  as  a  guide  to  the  managerial  staff.  It  shows  net  sales, 
cost  of  sales,  gross  profit,  salaries,  wages  of  clerks  and  helpers, 
advertising,  allotted  overhead,  total  expenses,  net  departmental 
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profit,  total  capital  invested  in  department,  the  net  profit  rate 
on  capital  invested,  turnover  of  department  inventory,  and  ratio 
of  sales  to  invested  department  capital. 

Supplementary  reports  should  also  be  drawn  up  that  show 
sales  and  profits  per  sales  person,  and  sales  by  lines  of  goods 
handled.  Standards  should  be  set  up  wherever  possible  to 
cover  the  work  of  clerks  and  helpers  in  order  to  aid  in  measur- 
ing their  efficiency.'  The  introduction  of  the  figure  of  the 
capital  invested  in  each  department  and  the  rate  of  net  profit 
made  on  these  invested  values  gives  management  a  final  check 
on  the  relative  productivity  of  each  department.  The  turnover 
figure  and  the  ratio  of  sales  to  departmental  capital  give  in 
summary  form  a  check  upon  the  tendencies  in  merchandise  stock 
in  the  department  (reserve  stock  included)  and  the  tendencies 
in  sales  efficiency. 

The  general  plan  may  be  adopted  by  any  sized  institution 
where  distinctive  departments  are  organized.  The  reports, 
however,  do  not  function  in  any  way  as  a  substitute  for  bud- 
getary control. 

Ultimate  Causes  of  Operating  Losses. — The  ultimate  con- 
trol over  many  operating  and  financial  costs  in  both  manufac- 
turing and  commercial  concerns  as  stated  previously  can  be 
found  in  data  that  have  no  direct  connection  with  the  financial 
statements.  The  comparative  profit  and  loss  statement  and 
manufacturing  statement,  analyzed  to  show  causes  for  varia- 
tions in  profits,  can  be  used  chiefly  as  starting  points  in  a  more 
exhaustive  search  for  the  underlying  causes  of  inefficiency  in 
operating  conditions.  In  some  particular  cases  when  used  by 
small  concerns  these  statements  can  be  employed  directly  as 
standards  for  checking  current  performance  and  in  prescribing 
immediate  remedies  without  further  investigation  into  shop, 
plant,  or  personnel  conditions.     Especially  is  this  true  where 

"  See  Moriarty,  The  Economics  of  Marketing  and  Advertising,  page  440. 
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there  exists  a  notable  direct  relationship  between  expense  items 
and  sales  volume.* 

Operating  Standards. — In  other  cases  where  operations  are 
more  complex,  and  still  in  others  where  there  exists  no  direct 
relationship  between  physical  output  and  total  costs,  a  system 
of  elaborate  secondary  statistical  reports  is  necessary  to  prop- 
erly interpret  the  immediate  causes  for  the  disturbing  factors 
that  upset  the  operating  or  financial  equilibrium.  For  exam- 
ple, it  may  be  found  that  the  office  expenses,  either  in  relation- 
ship to  sales,  or  as  changes  in  absolute  amounts,  have  become 
"out  of  line."  No  criteria  exist  in  the  operating  statements 
that  will  in  any  way  show  if  the  fact  of  being  "out  of  line," 
or  a  certain  amount  or  per  cent  ahead  of  or  behind  last  year's 
expenses,  has  any  economic  significance. 

The  comparative  statement  merely  indicates  the  fact  of  va- 
riation or  irregularity,  measured  against  sales  or  previous  ex- 
penses. It  merely  calls  attention  to  the  need  for  investigation ; 
it  does  not  guarantee  that  the  performance  of  previous  years 
is  a  safe  standard  to  follow.  Other  examples  of  the  same  gen- 
eral type  of  expense  data  covering  practically  every  phase  of  a 
business  could  be  cited.  The  office  case  merely  shows  an  activ- 
ity that  because  of  the  fine  division  of  labor  of  modern  times 
has  become  almost  a  unit  by  itself,  and  is  related  only  dis- 
tantly in  an  organic  way  to  the  general  scheme  of  profit- 
making. 

One  problem  is  common  to  all  such  seemingly  unrelated 
business  functions,  namely,  need  for  standardization,  which  in 
the  last  analysis  means  the  need  for  measurement  of  the  specific 
productivity  of  each  element  in  the  business  and  the  assigning 
to  that  element  a  cost  allowance  that  is  commensurate  with  its 
contributions  to  profits.  The  allotting  to  the  various  depart- 
ments and  sub-departments  of  a  "proper'*  expense  budget,  re- 

*  Many  concerns  investigated  by  the  writer  used  this  plan  for  control 
over  all  expenses  in  the  business.  It  was  especially  noted  in  retail  establish- 
ments and  such  concerns  as  laundries  and  small  factories. 
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quires  analysis  of  physical  plant  and  personnel  requirements. 
The  measuring  of  the  output  against  the  input  of  these  op- 
erating functions  requires  an  analysis  of  standard  performance 
and  the  proper  cost  of  that  performance.  This  is  the  heart  of 
the  problem  of  control.  Financial  and  operating  statements  are 
insufficient  for  the  purpose.  They  furnish  the  story  of  what 
has  been  done ;  they  are  quantitative,  not  qualitative.  The  be- 
ginning of  ultimate  business  control  lies  in  the  construction  of 
standards  that  furnish  the  basis  for  qualitative  analysis. 

Types  of  Standards  Varying  with  Local  Conditions. — 
The  method  of  attacking  the  problem  of  constructing  physical 
operating  standards  naturally  will  vary  with  the  local  problems 
of  plant  location,  traffic  conditions,  the  general  labor  situation, 
sales  promotion  plans,  administration  organization,  financial 
limitations,  etc.  Standard  performance  data,  which  are  often 
spread  before  the  boards  of  directors,  should  be  tied  logically 
to  the  operating  reports  in  such  a  way  that  the  connection 
between  the  current  performance  and  the  standard  or  expected 
performance  is  clearly  shown. 

In  a  completely  organized  business  these  standard  records 
should  measure  every  job,  operation,  or  activity  that  has  pe- 
cuniary significance.  The  sources,  for  example,  are  to  be  found 
in  personnel  rating  records,  machine  rates  that  are  the  result 
of  time  and  motion  study,  standard  unit  costs,  reports  on  labor 
turnover,  spoilage  and  breakage  and  machine  repairs,  buying 
data,  turnover  of  lines  of  goods,  the  efficiency  of  certain  types 
of  fuel,  depreciation  rates,  and  so  on  without,  limit.  The  im- 
portant point  to  note  here  is  the  need  for  reports  of  a  type  that 
are  sufficient  thoroughly  to  analyze  causes  to  their  ultimate 
source  in  order  that  action  may  be  taken  to  check  losses,  and  to 
promote  successful  lines  of  action. 

Use  of  Trade  Statistics. — Can  outside  data  evolved  from 
the  experience  of  other  concerns  operating  under  similar  con- 
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ditions  or  performing  like  operations,  be  used  as  a  guide  in  the 
making  of  standards  for  a  given  plant,  or  departments  within 
a  concern?  Undoubtedly,  trade  information  may  be  used  as 
guides  to  departmental  procedures  and  as  checks  on  the  per- 
formance of  functional  officers.  But  the  consensus  of  opinion 
among  comptrollers  indicates  that  such  statistics  must  be  used 
with  great  care  and  then  only  after  the  plant  or  department 
from  which  the  information  is  borrowed  has  been  thoroughly 
studied  to  determine  if  exact  similarities  exist. 

Exchange  of  information  covering  administrative  prob- 
lems is  used  as  aids  to  control ;  the  statistics  of  actual  perform- 
ance or  the  averages  secured  from  all  institutions  in  a  trade 
association  are  sometimes  useful  as  indicators  of  what  other 
concerns  have  been  able  to  accomplish  with  a  given  set  of  con- 
ditions or  "average"  conditions.  However,  these  outside  statis- 
tics rarely  can  be  taken  as  unqualified  standards  for  measuring 
the  efficiency  of  any  given  plant  without  adaptation  to  meet 
local  conditions. 

The  enumeration  of  a  few  of  the  conditions  that  exist  in 
concerns  operating  under  "substantially  similar  conditions"  will 
readily  show  the  reasons  why  the  statistics  of  unit  costs,  or  de- 
partmental performance,  etc.,  cannot  be  taken  as  guides  for  local 
conditions.  They  are :  the  difference  in  general  plant  layout  and 
routing  systems,  size  of  plant  and  the  division  of  labor,  volume 
of  business  done  by  departments  and  for  the  concern  as  a 
whole,  per  cent  of  capacity  at  which  plants  are  operating,  labor 
esprit  that  aids  or  hinders  the  installation  of  efficiency  methods, 
nearness  to  raw  materials,  markets  and  labor  supplies,  and  other 
such  factors  that  must  be  taken  into  account  in  "standardizing" 
performance  reports  of  outside  plants. 

On  the  other  hand,  full  use  should  be  made  of  all  informa- 
tion that  may  be  used  to  improve  control,  whether  of-  local  or 
outside  origin ;  and  while  the  most  eflFective  control  technique 
must  be  evolved  within  the  plant  and  from  local  experience,  it 
is  necessary  to  consider  the  use  of  proven  methods  which  have 
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been  adopted  elsewhere  and  which  find  universal  sanction  where 
conditions  are  appropriate  for  their  installation. 

The  most  important  of  the  auxiliary  measuring  and  re- 
cording devices  which  are  available  to  management  for  carry- 
ing control  technique  into  operating  plants,  sales  plants,  and 
other  departments  of  a  business  are:  (i)  costing  systems  and 
efficiency  reports ;  (2)  operating  and  financial  budgets ;  and  (3) 
general  internal  and  external  business  statistics.  The  technique 
for  constructing  the  standards  and  the  procedure  for  carrying 
them  out  will  be  discussed  in  subsequent  chapters. 


CHAPTER  XVII 

CONTROL  OVER  OPERATIONS— EFFICIENCY 

REPORTS 


The  Operating  Statements  Viewed  as  Research  Factors. 
— It  is  obvious  to  the  casual  reader,  from  the  discussion  in  the 
previous  chapters,  that  the  ordinary  financial  reports,  such  as 
the  profit  and  loss  statement,  the  manufacturing  cost  statement, 
and  the  unit  cost  report,  fail  to  direct  management  to  the  ulti- 
mate specific  causes  of  operating  and  financial  difficulties  found 
in  the  sales  field,  the  shop,  and  the  office.  These  statements, 
together  with  all  of  the  statistical  analyses  supporting  them,  are 
deficient  in  providing  a  practical  means  for  carrying  analysis  to 
the  physical  and  personnel  elements  that  furnish  the  real  dynam- 
ics of  cost  variation.  In  short,  a  serious  gap  exists  between 
the  usual  accounting  statements  which  cover  general  operating- 
financial  conditions,  and  those  statements  which  should  show 
the  ultimate  specific  causes  for  those  conditions. 

The  reports  of  the  average  bookkeeping  department  point 
out  general  trends  and  tendencies  in  operating  conditions  which 
make  up  income  and  costs,  but  fail  to  locate  the  genesis  of 
change. 

However,  these  statements  cannot  be  overlooked  as  factors 
in  control  mechanics,  for  in  the  last  analysis  they  give  to  man- 
agement a  definite  research  orientation  in  the  field  of  internal 
production,  marketing,  and  administrative  conditions,  as  well  as 
external  economic  conditions  in  which  the  immediate  business 
problems  exist. 

The  present  chapter  goes  into  greater  detail  in  explaining 
why  these  financial-operating  statements  do  not  give  the  con- 
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trols  needed  by  management  for  successfully  conducting  all 
business  functions.  Chapters  XVIII  to  XXI,  inclusive,  give  a 
suggested  outlined  plan  of  reporting  and  accounting,  which 
answers  in  part  the  criticism  raised  against  the  present  practice. 
These  latter  chapters  are  expressive  of  a  viewpoint  held  rather 
broadly  by  the  progressive  professional  accountants  and  writers 
in  the  field  of  standard  costs  and  budgetary  control  practice. 

Financial  Reports  Insufficient  for  Managerial  Control. — 
A  very  common  conception  of  accounting  service  is  the  render- 
ing of  reports  that  point  out  the  general  sphere  in  which  the 
analysis  should  be  conducted,  and  from  this  approach  it  might 
be  said  that  accounting  passes  the  burden  to  some  other  func- 
tion, notably  research,  in  locating  the  ultimate  causes  for  busi- 
ness disturbances  affecting  the  concern  in  question. 

But,  should  the  reports  not  do  more  than  point  to  these 
problems  ?  Management  requires  specific  remedies  for  compli- 
cated business  ills,  and  programs  of  reform  procedures;  not  a 
summary  of  facts  gathered  from  past  experience  that  indicate 
the  need  for  reform  in  general.  Accounting  reports  too  often 
point  out  the  general  shop  problems,  but  fail,  figuratively,  to 
enter  the  shop  with  a  well-diagnosed  case  that  isolates  the  ele- 
mentary problems  needing  control.  The  same  is  true  of  the 
reports  covering  the  office  department,  sales  departments,  and 
others. 

Many  sub-executives,  on  the  other  hand,  who  have  line  au- 
thority over  these  various  functional  activities,  have  tended  to 
look  upon  the  accounting  and  statistical  work  largely  as  narra- 
tive reporting  which  gave  a  mere  pecuniary  description  of  man- 
ufacturing, marketing,  and  financial  processes.  The  technical 
controls  over  the  operating  details  are  often  conducted  without 
the  direct  aid  of  the  accounting  department.  The  assembling 
and  interpreting  of  shop  and  office  measurements  of  efficiencies 
are  left  to  the  various  shop  foremen,  the  office  manager,  and 
other  line  and  staff  officers,  with  the  hope  that  they  will  be 


able  to  evolve  a  satisfactory  plan  for  locating  and  controlling 
the  cost  elements,  unreported  by  the  accountant. 

Lack  of  Correlation  Between  Statistical  and  Operating 
Departments. — This  condition  exists  because  of  the  lack  of  a 
direct  tie-up  between  the  accounting  department  and  the  oper- 
ating departments.  The  operating  reports  rendered  after  the 
season's  work  has  been  completed,  tell  simply  what  has  been 
done,  and  are  too  "scattered"  for  shop  use.  They  should  be 
more  specific.  What  portion  of  the  gain  or  loss  was  due  to 
change  in  rates  of  wages  and  salaries ;  to  cost  of  materials  and 
general  contract  commitments ;  to  the  inefficiencies  of  laborers, 
processes,  machines?  How  much  was  due  to  idle  time  of 
workers,  machines,  and  departments  ?  How  much  of  the  prob- 
lem is  personnel  management;  how  much  is  organization? 
What  are  the  controllable  and  the  uncontrollable  factors  in 
the  situation  ?  Who  are  the  officers  in  charge  of  various  activ- 
ities needing  reform? 

These  are  the  important  things  for  management  to  know. 
Yet  many  of  them  are  unrevealed  in  the  usual  accounting  state- 
ments which  show  merely  the  existence  of  business  problems 
and  tell  in  a  general  way  where  they  are  to  be  found.  That  is 
the  reason  the  operating  statements  are  called  "directional" 
reports.  They  furnish  to  the  research  engineer  a  general  ap- 
proach in  locating  problems  in  the  functional  fields  into  which 
business  is  divided;  they  do  not  isolate  the  basic  causes  for 
inefficiencies. 

What  Operating  Statements  Fail  to  Show. — We  shall  now 
take  up  an  analysis  of  the  operating  reports  and  point  out  some 
of  the  shortcomings  inherent  in  the  present-day  statements.  A 
comparative  profit  and  loss  statement,  properly  analyzed,  nor- 
mally shows  how  much  the  change  in  net  profits  from  one  year 
to  another  has  been  due  (i)  to  changes  in  volume  of  sales 
handled;  (2)  to  changes  in  the  prices  of  goods  sold;  (3)  to 
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variations  in  buying  and  production  costs;  and  (4)  to  varia- 
tions in  departmental  expenses. 

Variations  in  Sales—The  part  of  the  analytical  profit  and 
loss  statement  covering  variations  in  volume  of  sales  and  price 
variations,  directs  the  management's  attention  to  the  external 
field  of  competition,  price  levels ;  to  problems  of  sales  quotas  by 
lines  of  goods,  by  departments,  etc. ;  to  salesmen's  efficiencies, 
etc.,  as  factors  to  be  taken  into  consideration  in  the  general 
reckoning  of  management  problems.  However,  no  specific 
standards,  as  such,  are  found  in  the  statements  covering  these 
factors,  no  performance  records  checked  against  the  standards ; 
in  short,  no  report  as  to  what  the  reasonable  sales  expectancies 
were,  and  what  results  were  attained. 

Cost  of  Sales — Control  over  the  purchases  of  finished 
goods,  as  expressed  in  the  financial  statements,  is  limited  to  the 
rather  simple  pronouncement  that  gains  or  losses  have  been 
made  in  the  changes  in  the  cost  of  sales  during  the  fiscal  year, 
compared  with  some  previous  period's  costs  or  over  an  average 
or  last  year's  costs.  The  comparative  profit  and  loss  state- 
ments accompanied  with  the  usual  statistical  analysis  by  per 
cents  or  index  numbers  or  some  other  general  criteria,  show  the 
trends  of  the  cost  of  goods  invoiced  to  the  firm,  and  point  out 
the  fact  of  the  contributory  nature  of  the  buying  function  as  a 
causal  factor  in  the  current  change  in  net  profits.  It  shows  the 
progressive  strength  or  weakness  of  this  department,  as  a  de- 
partment; however,  it  fails  to  locate,  much  less  quantitatively 
measure,  the  ultimate  sources  of  strength  or  weakness  that  are 
inherent  in  buying  operations. 

The  maker  of  such  statements,  .n  attempting  to  locate  buy- 
ing problems,  commits  the  serious  error  of  failing  to  construct 
proper  outside  standards  for  the  buyer.  In  fact,  the  lack  of 
independent  criteria  of  buying  efficiency  forces  the  statistician 
to  fall  back  on  former  prices  and  expenses  for  his  compari- 
sons.   There  is  need  for  predetermined  buying  prices,  standard 
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quantities,  qualities,  handling  costs,  storage  costs,  transporta- 
tion costs,  etc.,  in  order  to  determine  accurately  whether  the 
buyer,  from  a  cost  viewpoint,  as  measured  against  these  pre- 
planned costs,  is  efficient  or  otherwise. 

Direct  Labor  Costs. — Control  over  direct  labor  costs  in  the 
factory  reports,  through  the  use  of  a  per  cent  of  sales  method, 
through  a  per  cent  of  total  manufacturing  cost  method,  through 
unit  cost  statistics,  or  through  processing  and  departmental 
costs,  is  inadequate  for  locating  specific  causes  for  losses. 

Direct  labor  costs  are  found  in  all  producing  departments 
in  the  factory.  For  example,  in  the  lime  manufacturing  busi- 
ness the  varied  departments  of  which  are  characteristic  of 
many  manufacturing  processes,  workers  are  found  in  the 
quarry,  the  cooperage,  the  burning,  the  barreling,  and  in  the 
shipping  departments.  All  are  under  separate  foremen,  and  all 
work  under  dissimilar  conditions.  Some  of  the  operations  are 
rated  as  out-of-door  work,  and  are  subject  to  physical  conditions 
that  make  for  seasonal  and  daily  efficiencies  and  inefficiencies, 
some  of  which  are  controllable  and  some  uncontrollable.  The 
cooperage  work,  being  somewhat  of  a  mechanical  process,  can 
be  more  nearly  standardized  and  measured  than  quarry  work, 
yet  is  subject  to  wide  variations  in  per  man  output.  The  burn- 
ing and  the  barreling  processes  are  also  measured,  and  vary  less 
than  the  other  processes  because  the  burning  is  timed.  The 
same  is  true  of  the  shipping  process. 

Yet  in  the  manufacturing  statement  and  in  the  unit  cost 
report,  which  show  the  direct  labor  in  per  cent  of  total  pro- 
duction cost  or  the  direct  labor  cost  per  unit,  or  by  departments, 
no  reason  is  given  as  to  why  the  labor  cost  varies  between  pe- 
riods. No  information  is  available,  from  these  reports,  that 
will  show  how  much  of  the  variation  was  due  to  changes  in 
wage  rates,  labor  efficiency  per  man  or  per  group,  or  changes 
due  to  idle  time  from  daily  or  seasonal  causes.  Among  these 
various  departments  and  within  the  departments  themselves 


It 


■\ 


298  ACCOUNTING  REPORTS  IN  MANAGEMENT       [Ch.  17 

the  extra  efficiency  of  one  group  of  laborers  may  offset  the  in- 
efficiency of  another  group,  or  one  man's  inefficiency  may  offset 
another  man's  productivity.  The  total  direct  labor  costs  may 
not  show  variations  betv^reen  periods,  yet  there  may  be  serious 
losses  running  through  the  plant  as  a  whole,  which  if  located, 
would  result  in  important  savings  in  production  costs. 

This  criticism  is  no  less  true  of  the  plant  that  makes  a  great 
variety  of  products,  and  hopes  to  control  labor  costs  through  the 
use  of  unit  costs  or  percentages.  Take  the  case  of  a  typical  fur- 
niture factory  where  a  large  number  of  processes  ^  are  carried 
on  in  a  half-dozen  departments.  A  unit  cost  even  for  the  in- 
tegral parts  of  the  finished  parts  that  enter  into  sub-assemblies 
and  of  the  general  assemblies  would  be  of  little  assistance  for 
adequate  control.  Labor  costs  by  departments  are  of  but  little 
more  value  than  labor  costs  for  all  departments  combined  for 
the  reason  that  statistics  of  this  kind  do  not  individualize,  do 
not  localize,  inefficiencies  sufficiently  to  form  a  clear  basis  for 
action.  To  know  that  the  direct  labor  cost  of  50  men  in  one 
department  out  of  a  half-dozen  departments  in  a  plant  was  10% 
higher  one  period  compared  to  a  former  period,  or  to  an  aver- 
age cost  figure,  locates  a  labor  cost  problem  within  a  smaller 
operating  unit  than  the  entire  plant,  but  it  does  not  give  the 
exact  genesis  of  the  increased  cost.  The  same  criticism  may  be 
made  of  the  cost  reports  covering  indirect  labor,  with  the  same 
conclusion  regarding  inability  of  these  reports  to  locate  the 
inefficiencies  of  facilitating  labor.  The  important  element  of 
standards  is  lacking. 

Raw  Materials  and  Supplies — Raw  materials  and  supplies 
control  probably  involves  greater  difficulties  than  labor  control. 
In  place  of  numerous  laborers  who  work  in  many  departments 
and  at  many  processes  at  different  wages,  piece  rates,  and  bo- 

'  The  separate  processes  in  the  making  of  tables,  for  example,  are  as 
follows:  cut  off ,  nppmg,  glue  joining,  sticking,  face  joining,  planing,  band 
sawing,  turning,  trim  sawing,  boring,  shaping,  sanding,  belt  sanding,  spindle 
sanding,  hand  sanding,  assembling,  and  crating. 
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nuses,  we  have  the  problem,  in  control  of  materials,  of  check- 
ing scores  of  different  primary  and  secondary  materials  used 
in  varying  quantities,  qualities,  and  prices,  and  in  many  depart- 
ments. Some  of  the  materials  have  been  previously  produced, 
and  are  taken  currently  from  stock ;  others  are  purchased  in  the 

open  market. 

The  change  in  the  per  cent  or  the  unit  cost  for  materials  is 
indicative  of  a  change  in  an  infinite  variety  of  combinations  that 
cause  losses  to  be  made  in  manufacturing  costs.  The  making  of 
furniture,  for  example,  requires  the  use  of  several  types  of 
hard  and  soft  wood  cores,  veneer,  metals  and  hardware,  var- 
nish, alcohol,  paint,  glue,  sandpaper,  crating  materials,  etc.  The 
making  of  mechanical  equipment,  such  as  machinery  and  auto- 
mobiles, requires  even  a  greater  variety  of  materials  and  sup- 
plies, in  some  instances  running  into  the  hundreds  of  items. 

In  such  cases  it  is  obvious  that  a  report  giving  the  cost  of 
materials  per  unit  of  product,  is  of  limited  use  for  control  over 
prices  paid  for  the  raw  materials,  change  in  quality  and  the 
quantity  used,  spoilage,  breakage,  etc.  A  more  scientific  set  of 
measures  and  standards  must  be  introduced  in  such  cases  to 
identify  variations  due  to  these  separate  cost  elements. 

In  the  case  of  the  manufacture  of  a  single  product,  such  as 
lime  or  cement,  or  in  the  refining  of  oil,  or  the  production  of 
certain  chemicals,  paper,  etc.,  using  continuous  processes,  ma- 
terials control  through  the  use  of  simple  statistics  denoting  unit 
or  per  cent  of  material  cost  changes  from  a  previous  year,  is 
often  sufficient  for  general  control. 

However,  it  leaves  unrecorded  the  exact  cause  for  variation, 
that  is,  the  amount  of  loss  or  gain  due  to  change  in  material 
cost  prices,  quantities  used,  wastage  and  spoilage,  and  quality 
of  material  put  into  the  product. 

Spoilage,  Wastage  and  Breakage.— Variation  in  spoilage, 
wastage,  and  breakage  reports,  when  expressed  in  unit  terms  or 
in  per  cents  of  total  manufacturing  costs,  point  out  an  important 
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source  of  leaks  in  production  costs.  However,  the  comptroller 
must  locate  the  source  of  the  spoilage  by  individual  workers, 
and  processes,  or  departments,  in  order  to  place  responsibility  on 
the  proper  person  in  charge.  Back  of  this  must  be  found  the 
effective  causes  for  waste  materials  in  terms  of  ( i )  inefficient 
labor,  which  may  result  from  improper  labor  training,  improper 
handling  of  machines,  or  from  labor  turnover,  etc.;  (2)  inef- 
ficient machine  conditions,  which  may  result  from  improper 
speeds,  feeds,  tool  conditions,  or  other  purely  shop  conditions ; 
(3)  change  in  the  quality  of  materials  or  using  materials  not 
adapted  to  the  given  product  or  process,  etc. 

The  reports  should  cover  work  spoiled  by  individual  work- 
ers, by  groups  or  classes,  by  processes  or  departments  and  the 
plant  as  a  whole;  also  by  classes  of  product,  by  processes  or 
departments,  and  by  the  plant  as  a  whole. 

The  Problem  of  Control  over  Factory  Burden  Costs. 

Those  continuing  "institutional"  or  plant  expenses  that  nor- 
mally bear  no  direct  relationship  to  the  volume  or  goods  pro- 
duced, must  be  reduced  to  more  specific  and  detailed  factors 
which  are  closer  to  sources  than  such  comparison  as  per  cent 
of  sales,  per  cent  of  total  production  costs,  or  burden  cost  per 
unit,  this  month  with  last  month,  or  this  year  with  last  year.^ 

Since  these  fixed  expenses  fluctuate  only  within  certain  pre- 
scribed limits  with  changes  in  volume,  the  variation  found  in 
the  per  unit  cost  or  per  cent  of  burden  items  between  periods,  in 
the  main  registers  the  fact  of  changing  volume  of  output  even 
when  no  single  item  is  out  of  line.  The  plan  gives  only  an  at- 
tenuated check  upon  the  efficient  performance  of  those  officers 
charged  with  the  administration  of  the  burden  factors,  such  as 
the  personnel  department  the  engineering  department,  the  fac- 
tory recording  and  planning,  the  factory  transportation  depart- 
ment, the  stores  department,  the  power,  heat  and  light  depart- 

•  See  typical  unit  cost  report,  Figure  36. 
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ment,  factory  superintendence,  general  facilitating  labor,  plant 
insurance,  depreciation,  taxes,  rent,  etc. 

Burden  Standards  and  Overhead  Costing. — Control  over 
the  typical  factory  burden  costs  consists  of  two  distinct  prob- 
lems: (i)  the  construction  of  standards  and  performance  rec- 
ords that  effectively  measure  the  efficiency  of  the  service,  i.e., 
the  output  of  the  various  elements,  such  as  power,  supervision, 
service,  rent,  etc.,  that  enter  into  burden  costs;  and  (2)  the 
proper  charging  of  the  burden  costs  as  a  whole  to  product.  The 
first  problem  falls  naturally  into  the  category  of  budgetary  pro- 
cedure or  standardized  expenditures ;  ^  the  second  problem  is  one 
of  burden  rates  as  a  factor  in  cost  determination  and  price 
control."* 


m.  *  ^or  a  discussion  of  budgetary  control  over  overhead  expenditures,  see 
Chapter  XXII. 

M^^,^^P*^^^  P^^"  °^  applying  burden  costs  to  an  individual  unit  article 
or  a  lot  or  batch  of  goods  consists  of  adding  to  the  direct  labor  and  the 
raw  materials  cost  in  the  unit,  a  stated  amount  that  represents  the  cost  of 
overhead  directly  chargeable  to  the  product.  This  added  cost  for  burden 
may  be  made  on  any  one  of  three  or  four  general  plans. 
♦!,«  K  •  first  and  most  generally  used  method  charges  overhead  costs  on 
the  basis  of  the  number  of  hours  of  direct  labor  allotted  to  the  product.  If 
^  a  Z^rl'^?^'  '"  *  &^v^"  <^ase,  is  $2  for  every  direct  labor  hour  worked 
ihareed^to  ?^-  ''"  'V^^  ^l^^'^i  *"^.^^^  """^^^  ^^  ^ours  of  direct  labor 
would  be^  T-r  ^•^''I'^i'*^'  ^^T  ^^"'■''  ^^  ^"^^^"  ^°«t  ^^^  that  piece 
nf  th.  0.1  il^^  ^'^^^  ^^^^  ^"^  '"^terial  costs  are  computed  on  the  basis 
of  the  actual  labor  worked  and  the  materials  used  per  unit 

each  dirSJ'^^fJJi^?'??  ^h^^8:es  overhead  on  the  basis  of  labor  dollars.     For 
TchareS    ^l  r.  ^[ 'h  ^"^^^^^  '^l  P^°^"^*'  ^  ^»^^"  ^'"^""t  oi  burden 

u:itis:'^t.^^^^^  the  reader  is  refirred  foTSarl 

machine/ouraU'^he^^^^^^^^  "-^'  <^^-^  ^'  which  are:  the 

?f  ^:i^^J!i^r^^!!^z  r 'the'  ^iT^  ?r;e'^"k°'  r^^"?  ^^^^  ^^^^ 

insurance,  repair    suDervision    ^.f.  !   •  ^'    J¥  ^depreciation,  tax, 

This  cHa.«e  Pro^SL  ^ XVne.7&rh^f ^^^^  ^ 


302  ACCOUNTING  REPORTS  IN  MANAGEMENT        [Ch.  17 

The  budget  aspect  of  burden  control  runs  through  all  service 
departments.  The  problem  of  the  proper  amount  of  input  to 
secure  a  given  amount  of  output,  carries  to  the  plant,  the  office, 
the  stores,  the  personnel  department,  the  transportation  plant, 
the  engmeering  department,  and  all  auxiliary  functions  that 
aid  production.  The  inefficiency  of  one  of  these  groups  may 
offset  the  efficiency  of  another ;  yet  in  the  usual  manufacturing 
statement,  this  condition  is  submerged  in  the  figure  of  per  unit 
burden  costs  and  percentages. 

Power.  Heat,  and  Light  Costs._In  many  recording  and 
measuring  plants,  these  costs  are  treated  as  separate  functions 
in  costing,  and  are  not  grouped  with  the  burden  department 
because  of  the  close  connection  between  power  costs  and  volume 
of  production.     Power  costs  are  made  up  of  a  large  number 
of  separate  items  such  as  plant,  firemen's,  engineers',  electri- 
cians', and  helpers'  wages;  coal,  oil,  waste,  and  miscellaneous 
maintenance  expenses;  repairs,  depreciation  costs,  insurance, 
and  in  some  cases  the  allotted  overhead  costs  applicable  to  the 
power,  heat,  and  light  department.    A  high  degree  of  control 
over  this  miscellaneous  group  of  costs,  either  through  a  showing 
of  a  per  unit  cost  for  power,  or  per  cent  of  power  cost  to  total 
manufacturing  cost,  or  a  dollar  variation  in  production  costs  is 
impossible. 

Power  costs  included  in  an  hourly  burden  rate  per  machine 
as  so  much  per  horsepower,  or  as  a  cost  by  departments  and 
translated  into  unit  costs  and  per  cent  of  manufacturing  costs 
are  useful  data  for  directing  the  research  engineer,  as  these  data 
show  the  general  trend  of  power  plant  costs  as  a  whole.  Com- 
plete  control,  however,  must  carry  the  analysis  further,  to  the 

overhead.  Proauction    center    its   proportion   of   the    general    plant 
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question  of  fuel  efficiency,  changes  in  fuel  costs  or  rates,  wages 
of  engineers,  foremen,  helpers,  and  in  some  cases  to  the  varia- 
tion in  the  efficiency  of  the  power  generation  and  transmission 
system. 

Where  power  and  light  costs  are  buried  in  the  total  of  bur- 
den rates  and  allotted  on  a  labor  hour  or  labor  cost  basis,  iden- 
tity of  these  specific  variants  is  lost  beyond  recovery. 

Insurance  Costs — Insurance  cost  control  through  a  per 
cent  or  unit  cost,  or  merged  with  total  burden  costs,  should  be 
supplemented  with  a  more  detailed  report  showing  changing 
property  values,  extent  of  coverage,  rate  changes,  etc.*  High 
or  low  insurance  costs  per  unit  of  output  may  simply  register 
changing  volume  of  output,  but  would  give  only  a  rather  loose 
hold  upon  efficient  insurance  protection  and  standard  insurance 
costs. 

Taxes,  Depreciation,  Rent,  etc— These  costs  are  consid- 
ered "non-controllable"  from  an  administrative  standpoint,  in 
that  the  rates  are  beyond  administrative  veto  power.  Efficiency 
is  not  a  problem  of  this  group  of  cost  items  and  hence  is  not 
placed  on  a  "service"  basis.  Depreciation  rates  may  be  reduced 
to  volume  of  output  through  a  change  from  a  flat  yearly  rate  to 
a  service  hour  or  output  basis,«  in  which  case  the  unit  cost  for 
depreciation  may  be  ascertained  directly  from  machines  or 
equipment  groups  rates.  This  would  leave  the  depreciation  for 
the  general  plant  to  be  recorded  through  the  factory  burden  cost 
report. 

Idle  Time  Losses—Costs  occasioned  by  idleness  of  in- 
dividual laborers,  of  groups  of  workers  or  departments,  of 
machines,  groups  of  equipment,  or  of  departments,  are  not  fea- 

see  ^eMs"'**"*"'  °'  *'''  ^'"^'^^  '"'^^^^  *°*'°8  insurance  coverage, 

see  R^R  K-  ^'^""'O"  °f  depreciation  rates  and  the  causes  of  depreciation 
see  K.  B.  Kester,  Accounting  Theory  and  Practice,  Vol.  II.         '''P'^e<='a"°"- 
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tured  in  many  manufacturing  statements  or  unit  cost  reports. 
In  many  factory  reports  this  important  element,  which  may  be 
the  greatest  single  factor  in  a  given  plant  causing  abnormally 
high  costs,  is  practically  unrecorded  as  a  cost  element.  Idle 
labor  time  is  submerged  in  the  total  labor  costs  and  shown  as 
an  unidentified  element  with  the  per  unit  or  per  cent  labor  costs. 
No  attempt  is  made  in  the  average  report  to  show  the  loss  that 
resulted  from  wage  inputs  that  produced  a  zero  output  due  to 
lost  time. 

Idle  time  losses  may  be  the  result  of  poor  planning  or  rout- 
ing; transportation  difficulties  in  the  handling  of  materials;  an 
insufficient  number  of  laborers  for  performing  all  work'  on 
time,  as  required  through  the  division  of  labor  planned  for  a 
given  factory;  an  oversupply  of  laborers  within  a  department 
which  results  in  overcrowding  and  idleness. 

Idle  Equipment — Scattered  idle  equipment  or  idle  depart- 
ments, caused  by  insufficient  volume  to  fill  the  plant  as  a  whole 
or  by  the  over-investment  in  certain  specialized  machines  that 
are  not  fully  occupied  at  any  level  of  production,  involve  costs 
that  are  ignored  as  separate  factors,  the  same  as  "idle  time" 
wages.    Ordinarily  the  burden  costs  are  charged  to  a  product  on 
the  usual  basis  (labor  hours,  labor  costs,  unit  rates,  machine 
rates),  whether  the  equipment  or  department  involved  is  fully 
occupied  or  not.    Thus,  idle  plant  costs  are  submerged  in  the 
usual  burden  costs  and  not  brought  to  the  surface  as  special 
elements.   Clarity  would  result  if  factory  reports  would  show 
this  item  separately,  not  to  relieve  the  product  of  the  idle  time 
expense,  but  to  afford  a  more  complete  analysis  of  all  elements 
that  make  unit  costs,  in  order  that  eflfort  may  be  more  success- 
fully directed  to  those  factors  that  most  need  improvement. 

Variations  in  Machine  or  Tool  Costs.-Variations  in  the 
costs  of  running  machines,  sufficient  in  amount  to  cause  in- 
creases or  decreases  in  unit  costs,  should  be  handled  as  separate 
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factors  in  production  control.  The  efficiency  of  individual  ma- 
chines, of  classes  of  equipment,  such  as  "batteries"  of  drop 
forges  or  automatic  cutting  machines,  etc.,  and  of  the  ma- 
chines in  a  department  as  a  whole,  measured  against  acceptable 
standards,  should  be  a  part  of  every  efficiency  report. 

Too  often  the  rating  of  machines  is  overlooked  as  means 
of  identifying  ineconomies.  The  hourly  or  daily  cost  of  oper- 
ating each  item  of  equipment,  measured  against  its  output  in 
terms  of  previous  or  standard  costs  and  outputs,  forms  the 
critical  measure  of  the  efficiency  of  the  physical  operating  plant, 
in  all  of  its  integral  parts.  The  usual  system  of  unit  costs, 
or  of  even  departmental  costs  involving  several  machines,  is 
too  ambiguous  for  the  more  exact  requirements  demanded  of 
modern  statistical  accounting  for  individual  machines  and  tools, 
which  today  involve  such  large  capital  outlay.  They  do  not 
analyze  the  specific  physical  equipment  elements  which  in  the 
last  analysis  are  per  se  the  genesis  of  production  difficulties. 

The  report  which  shows  the  specific  cause  of  operating  diffi- 
culties in  the  more  progressive  standard  cost  systems,"^  actually 
carries  the  analysis  to  the  individual  machines  and  equipment 
throughout  the  plant,  and  features  the  variations  in  hourly  or 
daily  machine  efficiencies  determined  on  the  basis  of  actual 
production.  These  reports  also  feature  machine  idle  time 
costs. 

The  usual  cost  system  passes  over  all  these  important 
details,  in  covering  tool  costs.  Losses  that  run  into  thousands  of 
dollars  annually  are  overlooked  because  of  the  lack  of  specific 
detailed  reports  that  locate  delinquent  performance  at  its  source. 
The  individual  machine  costs  are  covered  normally  in  the  gen- 
eral factory  overhead  expenses,  such  as  depreciation  of  machin- 
ery and  equipment,  heat,  power  and  light  costs,  tool  repairs, 
insurance  costs,  rent,  etc.,  allotted  to  the  units  produced.  Indi- 
vidualjnachine  efficiency  as  such  is  practically  ignored. 

aa^Lfn?  ^'  ^^"^^^  Harrison,  "Working  Plans  for  Standard  Costs  "  Man 
agement  Engmeenng,  July  1922,  pages  3-7.  '    ^^*^' 
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Machine  Standards — Unless  a  reasonable  standard  output 
per  machine  and  per  man  is  definitely  known  in  advance,  and 
unless  the  actual  work  done  by  each  is  accurately  measured, 
no  scientific  control  can  exist.  What  a  machine  actually  pro- 
duces checked  against  what  it  should  produce  under  a  given 
set  of  conditions,  is  a  tangible  quantitative  measure  of  effi- 
ciency of  that  machine.  When  applied  to  each  machine  of  a 
department  and  to  all  parts  of  the  plant,  a  dependable  and 
usable  check  is  afforded  for  not  only  locating  "unit"  troubles, 
but  also  in  initiating  policies  which  can  effectively  remedy 
defects  if  they  exist.  Personal  responsibility  for  the  efficient 
handling  of  machines  and  equipment,  and  responsibility  for 
departmental  performance  is  more  easily  ascertained  under 
such  a  system  of  reporting. 

Delinquent  Cost  Reports — No  less  serious  than  the  charge 
of  general  ambiguity  is  the  charge  of  tardiness  levelled  against 
the  usual  cost  reports  and  financial  statements.  Monthly 
accounting  reports  are  the  exception  in  business.  Seldom  do 
we  find  a  cost  report  rendered  more  often  than  quarterly;  in 
some  cases  they  are  semi-annual  or  annual,  a  fact  which  means 
that  the  statistical  checks  on  unit  or  process  costs  are  rendered 
from  three  months  to  one  year  after  the  operations  have  been 
completed. 

"Up-to-dateness"  is  one  of  the  prime  requisites  of  any  sys- 
tem of  cost  reporting.  The  question  is  whether  quarterly  or 
even  monthly  statements  are  adequate  for  checking  operations, 
the  actual  units  of  which  are  measured  not  in  fractions  of  a 
year  or  on  a  yearly  basis,  but  on  an  hourly  basis.  To  find  a 
leak  in  costs  before  it  has  progressed  three  or  four  months 
is  good  checking,  but  it  must  not  be  forgotten  that  there  are 
1,500  working  hours  in  the  double  shift  in  the  interval  between 
the  dates  of  the  usual  quarterly  cost  reports.  These  reports 
are  usually  not  available  for  30  days  after  closing. 

During  such  an  interval  of  time  the  working  conditions  or 
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the  plant  factors  that  were  responsible  for  the  faulty  trends 
noted  in  the  reports,  may  have  altered  to  such  an  extent  that 
the  remedial  policies  planned  as  correctives  are  not  applicable 
to  the  current  conditions.  Kaleidoscopic  production  conditions 
caused  by  the  rapid  changes  found  in  the  business  cycle,  soon 
"get  out  of  hand"  if  not  standardized  and  measured  with  fre- 
quency. In  some  instances,  where  contract  production  or  job 
lots  are  completed  within  the  periods  of  closing,  when  reports 
are  rendered  on  the  finished  product,  the  statements  of  unit 
costs  are  little  more  than  post  mortems,  informing  manage- 
ment that  operations  in  the  past  have  been  unsuccessful,  and 
that  the  methods  followed  in  producing  goods,  now  sold  and 
gone  from  the  plant,  were  bad. 

If  substantially  similar  operating  conditions  exist  in  the 
plant,  and  if  the  product  be  unaltered  in  specifications,  and  if 
the  same  volume  of  production  be  maintained,  the  information 
contained  in  such  reports,  late  as  they  usually  are  at  the  time 
of  rendition,  undoubtedly  possesses  value  as  warning  signs, 
indicating  that  wastes  exist  at  some  point  in  the  plant,  the 
exact  location  and  duration  of  which  are  not  precisely  shJwn. 

Modern  scientific  management  calls  for  the  supplanting  of 
the  po^t  mortem  reports  on  unit  costs,  processing  costs,  per 
cent  of  labor,  materials  and  burden  costs,  with  daily  efficiency 
reports  that  give  up-to-the-minute  qualitative  and  quantitative 
data  on  every  economic  factor  in  production. 

Conclusions—The  weaknesses  of  the  usual  system  of 
cost  findmg,  to  summarize  broadly,  are  three :  first,  a  lack  of 
standards  that  give  an  index  of  the  elementary  factors  of  costs  • 
s^ond,  a  lack  of  records  that  give  an  index  of  the  variation 
ot  the  elementary  factors  from  the  accepted  standards;  and 
third,  the  untimeliness  of  the  reports  themselves,  which  allows 
the  contmuance  of  unprofitable  processing  methods,  the  keep- 
ing of  inefficient  laborers  on  the  payroll,  the  continuance  of 
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wastage  and  breakage  of  materials,  the  existence  of  unidentified 
idle  time  of  laborers,  equipment  and  plant,  the  continuance  of 
inefficient  power  generation  and  transmission  conditions,  and 
scores  of  other  factory  and  administrative  conditions,  for  an 
indeterminate  period  of  time. 


CHAPTER  XVIII 

CONTROL  OVER  OPERATIONS— EFFICIENCY 

REPORTS  (Continued) 

EfRciency  Reports  Deal  with  the  Dynamics  of  Change 

Modem  accounting  system  installations  in  plants  producing 
standardized  products,  where  operations  are  repeated  with  a 
fair  degree  of  regularity,  have  gone  so  far  as  to  modify  the 
systems,  and  especially  cost  reports,  to  the  extent  that  they  are 
no  longer  historical  narrations,  but  reports  on  current  per- 
formance checked  against  predetermined  (standards)  engineer- 
ing costs  that  were  worked  out  in  advance  of  the  actual  starting 
of  production.  This  has  practically  meant  the  "scrapping" 
of  the  old  cost  systems  in  some  cases.^  In  place  of  post  mortem 
reports  showing  last  month's  or  last  quarter's  costs  with  the 
previous  month's  or  quarter's  costs,  or  last  period  compared 
with  the  same  period  a  year  ago,  we  find  a  system  of  prede- 
termined costs  worked  out  according  to  engineering  specifica- 
tions and  based  upon  scientifically  attainable  standards.  These 
reports  give  a  daily,  or  weekly  statement,  which  focuses  atten- 
tion on  actual  costs,  but  more  important,  on  what  the  costs 
should  have  been  and  the  detailed  reasons  for  the  variation  from 
standard  or  specification  costs. 

In  those  plants  that  have  relatively  stable  producing  con- 
ditions, and  this  includes  factories  of  the  job  shop  type  where 
the  product  changes  frequently  in  design  and  specifications, 
the  "variation  from  standard  costs"  reports  locate  the  source 
of  trouble,  almost  as  soon  as  it  has  occurred ;  hence,  give  man- 
agement a  definite  program  for  working  out  such  problems 
as  require  solution. 

*See  Year  Book  1923,  1924,  1925,  National  Association  of  Cost  Ac- 
countants. 
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The  statistical  unit  or  processing  cost  reports,  which  are 
used  where  plant  conditions  do  not  warrant  the  use  of  standard 
or  specification  costs,  or  where  a  standard  cost  system  has  not 
been  installed,  tell  where  troubles  existed  in  past  operations. 
They  point  out  the  general  field  in  which  cost  problems  were 
to  be  found.  For  example,  they  show  trends  of  labor,  mate- 
rials, power,  and  burden  costs,  and  thereby  furnish  an  indicator 
of  danger  in  these  respective  fields  in  the  period  covered  by  the 
statements. 

On  the  other  hand,  the  efficiency  reports,  under  a  standard 
cost  system,  carry  the  analysis  further  into  the  fields  of  labor 
costs,  materials  costs,  etc.,  and  tell  management  definitely  what 
there  is  about  the  labor  problem,  the  materials  problem,  and 
factory  expense  problem  within  the  plant,  affecting  production 
conditions,  that  needs  immediate  attention.  They  thus  deal 
with  the  ultimate  causal  factors— the  dynamics  of  change  in 
production  conditions  that  finally  are  reflected  in  the  trend 
reports  and  statistical  statements. 

Functional  Responsibilities  Indicated  by  Efficiency  Re- 
ports— This  system  of  standard  costs  has  been  carried  into 
the  selling,  administrative,  and  financial  fields  as  well. 
Through  the  mediation  of  the  comptroller,  the  actual  detailed 
shop  and  office  conditions  are  brought  to  management,  not 
for  regrets  over  conditions  past  and  gone,  but  for  current 
daily  review  and  immediate  executive  action  on  daily  hap- 
penings at  the  time  they  actually  occur.  Thus  the  records  f  unc- 
tion  is  expanded  to  include  more  than  the  conventional  financial 
data  appearing  in  the  cost  ledger  and  the  general  ledger.  Re- 
ports that  previously  have  been  reserved  largely  for  shop  and 
office  consideration  in  controlling  plant  operations,  are  incor- 
porated into  the  general  system  of  administrative  reports,  the 
ultimate  purposes  of  which  are:  first,  to  evolve  a  system 
of  scientific  rating  on  subordinate  executives,  such  as  sales 
managers,   works   managers,    foremen,   superintendents,    and 
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administrative  officers,  in  order  to  measure  their  productivity 
and  hence  to  rate  them  in  terms  of  their  efficiency;  second,  to 
aid  these  same  officers  in  discharging  their  responsibilities. 

The  comptroller  as  a  staff  member,  working  with  the  func- 
tional officers  in  reducing  sales,  office  and  shop  conditions  to 
workable  standards,  and  in  securing  performance  data  from 
the  cost  clerks  and  others,  is  placed  in  a  strategic  position  in 
formulating  definite  relief  programs  for  the  less  well-informed 
foremen  and  workers  in  solving  their  problems. 

Narrative  Accounting  Reports. — By  contrasting  the  usual 
"historical"  profit  and  loss  statement  and  cost  report,  with  an 
efficiency  report,  the  essential  differences  in  form  and  content 
may  be  noted  and  the  relative  values  of  the  statements  from  a 
control  standpoint  may  be  more  carefully  appraised. 

The  narrative  report  of  the  Hercules  Production  Company 
(Figure  34)  is  a  typical  operating  statement  of  a  manufactur- 
ing concern.  The  analytical-control  factors  found  in  this 
report,  made  up  without  reference  to  previous  operating  stand- 
ards, consist  wholly  of  a  direct  comparison  of  the  current 
period  figures  of  income  and  expense  with  the  past  year's. 

Operating  Reports  Historical. — In  many  concerns  which 
do  not  have  accurate  forecasting  plans  based  upon  scientific 
standards  and  records,  statements  of  this  type  furnish  the  prin- 
cipal element  of  statistical  controls  supplied  by  the  accounting 
department.  Such  reforms  as  are  instituted  in  the  shop  or 
office,  as  stated  previously,  are  often  based  on  rule  of  thumb, 
conventional  practices  unrelated  to  any  system  of  critical 
measures.  From  the  shop  angle,  such  statements  are  well- 
nigh  meaningless  because  they  suggest  no  system  of  approach 
in  departmental  reform  movements.  This  explains  in  part 
the  lack  of  esteem  in  which  accounting  is  sometimes  held  by 
sub-executives,  and  furnishes  a  reason  why  the  uncritical  shop 
and  office  precedents,  and  conventional  practices,  have  such  a 
hold  upon  business  at  the  present  time.     No  leverage  exists 
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Hercules  Production  Company 

Exhibit  "A"— Profit  and  Loss  Statement 

Month  ending  December  31,  1927 
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Dept.  I 

Dept.  2 

Dept.  3 

Totals  for 
Month 

Per 
Cent 

Sales 

$18,851.30 
15.275  00 

$20,125.75 
18,712.50 

$15,439  60 
13.319  75 

$54,416.65 
47.307  25 

Cost  of  Sales 

100.00 
86.94 

Gross  Profit 

$  3.576.30 

$  I. 413  25 

$  2,119.85 

7.109  40 
4.376.55 

13.06 

Selling  Expenses 

2.513  65 
965  40 
897.50 

4.62 

General  Expenses 

Financial  Expenses. 

1.77 

1.65 

Operating  Profit 

2.732.85 
778.50 

5  02 

Extraneous  Income. , . 

I  43 

Net  Profit  for  Period. 

$  3.5"  35 

6  45 

1 1 

■ 

Totals  to 
Date 

Totals  to 

Date 
Last  Year 

This 
Month 

This 

Month 

Last  Year 

Sales 

1185,733.60 
140,328.40 

$201,312.75 
150,101.65 

$54,416.65 
47.307.25 

$59,731  80 
49.615.75 

Cost  of  Sales 

Gross  Profit 

$  45.405  20 

$  51,211.10 

$  7,109.40 

$10,116.05 

Selling  Expenses 

20,189.70 
7.326.85 
4.973  60 

21,315  65 
8,383.40 
5.275  95 

2.513  65 
965.40 
897  50 

2,647.85 

General  Expenses 

Financial  Expenses 

1.392  95 
1.052.30 

Total  Operating  Expense. . 

$  32,490.15 

^  34.975  00 

$  4,376.55 

$  5.093  10 

Operating  Profit 

12,915.05 
3.742.75 

16,236.10 
3,816.40 

2.732  85 
778.50 

Extraneous  Profit 

5,022.95 
1.642.75 

Net  Profit  for  Period 

$  16,657.80 

$  20.052.50 

*  3.5"  35 

%  6,665.70 

Figure  34.    Statement  of  Income  and  Expenses  without  Standards  or  Budgets 


in  reports  of  the  historical  type  for  the  removal  of  the  imped- 
iments foisted  upon  a  concern  from  outside  factors,  such  as 
seniority  rules,  conventional  rates  of  pay,  efficiency  ratings, 
hours  of  employment,  shop  practice,  etc. 

The  information  found  in  this  statement  is  historical — 
what  happened  during  the  past  fiscal  periods.  Predetermined 
costs  and  departmental  standards  are  absent.  Causes  for  varia- 
tions from  an  acceptable  norm,  if  indeed  the  manufacturer  has 
a  normal  operating  cost  for  varying  rates  of  production  by 
lines  of  goods  or  departments,  are  absent. 

Measurements  of  departmental  efficiencies,  ratings  of  fore- 
men, localization  of  lost  time  and  lost  motion,  controllable 
and  uncontrollable  costs,  likewise  are  unnoted. 

Efficiency  Report  Forms.— Figure  35  represents  in  sum- 
mary form  the  efficiency  statement  of  the  Hercules  Production 
Company.  This  report  shows  standard  and  actual  sales  for 
all  departments;  standard  and  actual  cost  of  sales;  standard 
and  actual  selling,  administrative  and  financial  expenses ;  stand- 
ard and  actual  extraneous  or  outside  income. 

Sales  expectancies  in  terms  of  attainable  volumes  form 
the  basis  of  control  over  sales,  purchases  or  production  quotas, 
and  hence  over  production  procedure.  Standard  costs  form 
the  basis  of  control  over  the  distribution  of  the  manufacturing 
outlay  for  materials,  factory  supplies,  wages,  plant,  and  equip- 
ment service.  These  operating  standards  set  the  limits  for 
economical  outlay  and  furnish  a  daily  guide  for  the  perform- 
ance of  the  personnel  and  physical  equipment. 

Actual  sales  of  the  Hercules  Production  Company,  by  sales- 
men and  territories  in  this  standard  report  (Figure  35),  show 
a  decline  of  only  $708.90  from  the  expected  volume.  The  sales 
budget  will  ^  locate  the  discrepancy.  In  the  sales  budget,  values 
are  assigned  to  all  of  the  internal  and  external  contributory 
factors  involved  in  the  changes  in  sales  volume.     Variation  in 

"  The  technique  for  the  formulation  of  the  sales  and  departmental  ex- 
penses budgets  will  be  discussed  in  Chapters  XXI  and  XXII. 
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Hercules  Production  Company 

Exhibit  "A"— Schedule  i 

Standard  and  Actual  Sales,  Costs  and  Expenses 

Month  ending  December  31, 1927 


I.  Sales: 

Dept.  I. 
Dept.  2. 
Dept.  3. 


Standard 


2.  Cost  of  Sales: 

Dept.  I 

Dept.  2 

Dept.  3 


li8.37SSO 
20,429.25 
16,320.80 


S5S. 125-55 


Actual 


$18,851.30 
20,125.75 
15.439  60 


3.  Gross  Trading  Profit: 

Dept.  I 

Dept.  2 

Dept.  3 


13,281.25 
17,658.25 
12,550.30 


$43,489.80 


$54,416.65 


Differences 


475  80 

303  50* 
881.20* 


15.27500 
18,712.50 

13.319-75 


4.  Selling  Expenses. . . 

5.  General  Expenses. . 

6.  Financial  Expenses. 


5.094-25 
2,77100 
3.770.50 


•".635  75 


$47,307  25 


$     708.90* 


1.993-75 
1,054.25 

769.45 


S3. 817  45 


3.576.30 
I. 413  25 
2,119.85 


$  7.109.40 


Total  Expenses. 


7.  Net  Profit 

8.  Extraneous  Income . 


9.  Net  Gain  for  Period. 


2,078.20 
810.40 
714  75 


S  3.603.35 


8,032.40 
250.00 


I. 517  95* 

1.357-75* 
1.650.65* 


•4.526.35* 


2.513  65 
965.40 
897  50 


•  4,376.55 


2,732  85 
778.50 


435  45 
15500 

182.75 


$     773  20 


$  8,282.40 


•  3. 511  35 


*Decrease8 


5.29955* 
528.50 


$4,771  OS* 


^^ctt  J^?r^i?^  ^V""^  and  Expense  with  Departmental  Standards  for 
bales,  Cost  of  Sales,  Selhng  Expense,  Fmancial  Expense,  and  Extraneous  Income 
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the  cost  of  sales  amounting  to  $3,817.45  is  the  largest  item  that 
has  cut  profits  and  also  the  most  important  deviation  from 
standards.  A  per  cent  of  sales  figures  may  have  located  the 
same  fact,  but  under  the  budget  system  of  reporting  the  stand- 
ard costs  for  the  given  volume  of  production  is  used  as  a  guide 
for  locating  absolute  losses.  No  per  cent  of  sales  report  can 
possibly  give  this  information. 

The  departmental  expenses  of  selling,  administration,  and 
finance  show  variations  of  $435.45,  $155,  and  $182.75,  respec- 
tively, or  a  total  of  $773.20  from  the  standard  expenses.  The 
detailed  causes  for  these  deviations  are  accounted  for  in  the 
departmental  expense  budgets  which  show  preplanned  costs  for 
these  departments  on  the  basis  of  the  volume  of  sales  forecast 
in  the  sales  budgets. 

Narrative  Cost  Reports — It  is  in  the  cost  report  that  the 
greatest  contrast  in  reporting  is  presented.  The  "summary  of 
production  cost"  (Figure  36),  a  form  commonly  designated  as 
a  narrative  or  historical  cost  report,  features  the  unit,  total,  and 
departmental  costs  for  primary  and  secondary  materials,  direct 
labor  and  bonus  costs,  direct  departmental  machine  costs, 
indirect  or  general  allotted  overhead  costs,  total  departmental 
manufacturing  costs,  total  cumulated  departmental  manufac- 
turing costs,  total  good  production,  total  spoiled  production, 
cost  per  unit  by  departments,  and  total  cost  per  unit  including 
previous  departments. 

Analysis  and  control  here  is  secured  by  a  process  of  com- 
parison. However,  a  comparison  of  this  month's  with  last 
month's  cost  may  compare  "inefficiencies  with  inefficiencies." 
Generally,  if  no  adverse  trend  is  found  from  the  last  period's 
figures  in  reports  of  this  type,  operating  conditions  are  pro- 
nounced  satisfactory.  In  some  cases  it  is  only  when  bad  condi- 
tions grow  worse  that  research  is  directed  into  the  field  where 
the  difficulty  lies.  Departmental  labor  costs  per  unit  in  one 
period  may  be  actually  75%  of  an  attainable  standard.     This 
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Hercules  Production  Company 

Summary  of  Production  Costs 

Month  of ,  192 — 


• 

Dept.  I 
Per  Unit 

Dept.  2 
Per  Unit 

Dept.  3 
Per  Unit 

Total 
Per  Unit 

Primary  Material 

Secondary  Material 

Direct  Labor  and  Bonus  Costs 

Total  Prime  Costs 

Direct  Departmental  Machine  Costs 

Indirect  Departmental  Manufacturing  Ex- 
pense  

Total  Departmental  Manufacturing  Costs 

Total  Cumulated  Departmental  Manufac- 
turing Costs 

Total  Good  Production 

Total  Spoiled  Production 

Cost  Per  Unit  by  Departments ^  . . . 

Cost  Per  Unit  Including  Previous  Depart- 
ments   

Supplementary  Cost  Statistics 


Total  Manufacturing  Cost. 

Total  Cost  per  Unit 

Total  Production 

Total  Spoiled  Work 

Total  Good  Production 


This 
Month 


Last 
Month 


Same 

Month 

Last 

Year 


Total  to 
Date 


Total 

to  Date 

Last 

Year 


Figure  36.    A  Typical  Narrative  Cost  Report  Prior  to  Installation 

of  the  Standard  Cost  System 
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inefficiency  is  overlooked  because  no  standards  have  been  intro- 
duced by  the  engineer-statistician.  Labor  costs  for  a  second 
period  may  register  the  same  unit  cost  in  the  same  department 
compared  with  a  previous  period  and  would  be  pronounced 
satisfactory  by  the  accounting  department,  yet  be  out  of  line 
25%.  Such  comparative  reports  are  obviously  faulty  and  mis- 
leading.   They  gloss  over  the  inefficiency  they  are  charged  with 

finding. 

The  existence  of  incompetent  operators,  ineffectual  pro- 
duction procedures,  wastes,  and  losses  are  virtual  hidden  prob- 
lems, possibly  known  only  in  a  vague  way  to  those  workers 
directly  involved,  but  wholly  unrevealed  to  management  through 
the  reports  that  are  intended  normally  to  first  locate  and  then 
eliminate  such  controllable  factors. 


Department:  Number  i 


In  Units       Date 


IQi 


Total  Production 

Good  Production 

Spoiled  Work 

Production  Transferred  to  Assembly 

Production  Transferred  to  Finished  Stock. . 


Product 
A 


Product 
B 


Product 
C 


Figure  37.    Daily  Departmental  Production  Statement  (Without  Standards) 

A  type  of  supplementary  report  issued  by  many  account- 
ing departments  is  found  in  the  Daily  Department  Production 
Statement  (Figure  37).  The  main  purpose  of  this  narrative 
rejKjrt  is  to  check  the  daily  output  of  each  department  by  prod- 
ucts. A  section  of  the  report  furnishes  a  check  upon  daily 
losses  resulting  from  spoiled  work,  one  of  a  score  of  profit 
destroyers.  However,  the  statement  does  not  locate  and  report 
Upon  the  causes  of  the  spoiled  work.  Here  again  the  account- 
ing department  fails  to  bring  to  managerial  attention  the  crit- 
ical  elements   of   cost    variation;    hence    it   leaves   the    shop 
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Operators  to  their  own  devices  in  analyzing  troubles  and  in 
reforming  inefficient  practices. 

Figure  38  illustrates  a  report  that  shows  costs  by  produc- 
tion centers.  This  narrative  report  features  the  hourly  operat- 
ing costs  of  distinctive  producing  centers  within  a  department 
or  the  plant  as  a  whole.  It  localizes  cost  problems  but  does 
not  standardize  the  cost  of  individual  elements,  and  thus  fails 
to  register  the  fact  whether  a  dollar's  worth  of  service  is  being 
rendered  for  a  given  cost  outlay  in  these  centers. 

Efficiency  Reports  Account  for  Variations  from  Standard 
Costs. — We  shall  now  contrast  the  usual  narrative  cost  reports 
with  the  efficiency  report  covering  factory  costs  of  the  Her- 
cules Production  Company.  The  summarized  efficiency  cost 
report  (Figure  39)  shows  the  total  actual  costs  by  departments 
for  the  month,  the  engineering  standard  costs,  and  the  varia- 
tions from  standard.  This  report  shows  losses  in  direct  labor 
costs  from  standard  estimates  of  $896;  indirect  labor  shows 
a  variation  of  $129  from  standard  costs;  materials  and  sup- 
plies show  a  variation  of  $477  from  standard  costs;  power 
costs  show  a  variation  of  $364.35  from  standard  cost;  fixed 
costs  show  a  variation  of  $1,247  ^rom  standard  costs;  and 
miscellaneous  factory  expenses  show  a  variation  of  $704.10 
from  standard. 

This  report  shows  the  basic  causes  for  the  variations  in 
detail  in  each  department.  For  example,  under  Direct  Labor 
Costs  are  shown  the  specific  variations  due  to  (i)  increased 
wages,  (2)  idle  time  of  operators,  (3)  inefficiency  of  oper- 
ators. Under  Indirect  Labor  are  shown  the  variations  due  to 
( I )  increased  wages,  and  (2)  extra  time  and  overtime.  Under 
Materials  and  Supplies  are  shown  the  variations  due  to  (i) 
increased  prices  of  materials,  (2)  increases  in  materials  used, 
and  (3)  increase  in  handling  and  storage.  Under  Power  Costs 
are  shown  the  variations  due  to  (i)  increased  wages,  (2) 
increased  fuel  and  water  costs,   (3)   increased  transmission 
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Hercules  Production  Company 
Exhibit  "B"— Summarized  Efhoency  Cost  Report 
Month  ending  December  31, 1927 


Manufacturing  Costs: 
Total  Actual  Costs  for  Month , 
Engineering  Stand.  Costs 

Net  Increase*  or  Decrease. . . 


Sis. 27SOO 
13,281.25 


S  1.993.7s* 


Analysis  of  Causes  of  Vawations 

raoM  Standard  Costs: 
2.  Losses  Due  to  Variation  in  Direct 

Labor  Costs  (Schedule  i): 

(a)  Change  in  Wages 

(b)  Idle  Time  of  Operators. ....... 

(c)  Inefficiency  of  Ojierators. . . . . . 


2.  Losses  Due  to  Variationsin  Indirect 
Labor  Costs  (Schedule  2): 

(a)  Change  in  Wages 

(b)  Extra  Time  and  Overtime . . .., 


Dept.  I 


$18,712.50 
17.658.25 


♦  I.OS4-25* 


75  00* 
125.50* 
218.75* 


Dept.  2 


Dept.  3 


85.50* 

198.50* 

27 . 25* 


3.  Losses  Due  to  Variations  in  Mate- 
rials and  Supplies  (Schedule  3): 

(a)  Change  in  Prices  of  Materials. 

(b)  Change  in  Materials  Used 

(c)  Change  in  Handling  and  Storage 


$       419  25* 


7SOO* 
20.50* 


I        95  SO* 


t      311.25* 


1500* 


I13.319  75 
12,550.30 


$47,307.25 
43.489  80 


$      769.45* 


$  3.817.4s* 


55  00* 
110.50* 


4.  Losses  Due  to  Variations  in  Power 
Costs  (Schedule  4): 

(a)  Change  in  Wages 

(b)  Change  in  Fuel  and  Water  Costs 
/jx  £^S«  in  Transmission  Costs 
(d)  Change  in  Power  Overhead . 


322.50* 

169.50* 

75  00 


1500* 


$      417.00* 


150.00 
75  00* 
25.00 


$       165.50* 


18.50* 


18.50' 


Total 


Increase* 
Decrease 


160.50* 
379  00* 
356.50* 


$       896.00* 


75  oo* 
54  00* 


100.00 


5.  Losses  Due  to  Variation  in  Fixed 
Costs  (Schedule  5): 

(a)  Variations  in  Dept.  Burden 

(b)  Variation  in  Gen.  Factory  Bur- 

den  


o 

75.00* 
20.00* 
55  00* 


$       150.00* 


121.75* 
63 . 25* 
25.00 


$       160.00* 


$       r  29 . oo* 


294.25* 
307 . 75* 
125.00 


o 
90.00* 
17  50 
80.00* 


6.  Miscellaneous  Factory  Expenses 
(Scheduled): 
Spoiled  Work . . . 


Total  All  Departments. 


253  25* 
233 . 75* 


$      487  00* 


425  00* 


$  1.993  75* 


$       152.50* 


308.00* 
152.50* 


O 

14  75* 
19,60* 

27  SO* 


$      477  00* 


61.85^ 


o 

179  75* 

22.10* 

162.50* 


$      364.35* 


I      460 . 50* 


215.00* 


213.75* 
85  75* 


$       299.50* 


$  1.054.25* 


64. 10* 


$       769  45* 


775  00* 
472.00* 
t  1,247.00* 


704.10* 


$  3.817.4s* 


^^^  ^9-  i'^'|r"i  ^5T"^  the  Variation  of  Actual  Production  Cost 
from  Standard  Costs  by  Items  and  by  Departments 
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costs,  and  (4)  increased  power  overhead  costs.  Under  Fixed 
Costs  are  shown  the  variations  due  to  ( i )  changes  in  depart- 
mental burden  costs,  and  (2)  changes  in  general  factory 
burden.  Under  Miscellaneous  Factory  Expenses  is  shown  the 
variation  in  spoiled  work. 

Controllable  and  Non-Controllable  Costs. — In  Figure  40 
these  losses  are  arranged  according  to  their  controllability. 
During  the  month  for  which  the  report  was  issued,  the  pro- 
duction superintendent  incurred  preventable  losses  above  his 
quota  of  $1,633.35.  This  report  measures  the  degree  of  suc- 
cess of  the  superintendent  and  his  foremen  in  discharging  their 
responsibilities  in  production.* 

The  non-controllable  losses,  those  beyond  the  veto  power 
of  the  functional  superintendents,  amounted  to  $2,184.10  for 
the  three  departments.  This  part  of  the  report  brings  to  the 
attention  of  management  the  important  connection  that  exists 
between  such  external  factors  as  buying  prices  of  materials, 
supplies,  and  prices  of  general  service,  and  the  internal  prob- 
lems of  production  controls. 

■Where  the  materials,  labor,  and  inspection  arc  under  the  line  control 
of  the  stores  departments,  the  personnel  departments,  and  the  inspection, 
respectively,  the  reports  covering  the  materials  used  and  wages  would  be 
made  to  the  head  of  these  departments  and  not  to  the  production  super- 
intendent. 


CHAPTER  XIX 

CONTROL  OVER  OPERATIONS— EFFICIENCY 

REPORTS  (Continued) 

Direct  Labor  Report. — Efficiency  reports  applied  to  the 
direct  labor  field,  supply  the  statistical  indices  of  labor  cost 
variations  for  the  entire  plant  or  office.  They  give  the  detailed 
explanations  for  the  cause  of  labor  problems,  and  thus  furnish 
one  of  the  most  important  types  of  source  data  that  can  be 
placed  before  management  in  the  field  of  labor  control. 

In  many  business  institutions  labor  is  the  largest  single 
item  in  production  costs.  Daily  labor  reports  as  a  part  of  the 
general  plan  of  scientific  reporting  on  manufacturing  condi- 
tions afford  the  means  of  checking  the  largest  single  destroyer 
of  profits,  practically  as  soon  as  the  loss  occurs.  At  the  same 
time  it  places  the  responsibility  for  the  loss  upon  the  persons 
in  charge.  In  the  most  modern  plants  mistakes  in  the  per- 
sonnel department  are  corrected  the  same  day  or  the  day  after 
the  report  is  received. 

Figure  41  is  an  exhibit  of  the  direct  labor  report  of  the 
Hercules  Production  Company.  Exhibit  B,  Schedule  i,  shows 
the  standard  units  of  work,  standard  time,  actual  time,  stand- 
ard costs,  actual  costs  and  variations,  ( i )  by  process  or  depart- 
ments, and  (2)  by  foremen  in  charge. 

Schedule  (i-a)  shows  the  data  that  explain  the  detailed 
causes  of  variations  due  to  increased  wages  by  processes  and 
by  foremen.  It  shows  actual  hours,  the  number  of  hours  at 
the  standard  rate,  the  number  of  hours  at  the  increased  hourly 
rate,  the  increased  rate,  and  the  resulting  increased  cost. 

Schedule  ( i-b)  explains  the  detailed  causes  of  variation  due 
to  idle  time  and  slow  time.    The  total  ''excess"  hours,  that  is, 
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Hercules  Production  Company 

Exhibit  "B"— Schedule  i 

Standard  and  Actual  Direct  Labor  Costs— Department  i 

Month  ending  December  31,  1927 


Process         ^°^"- 
man 

Standard 
Units 
Pro- 
duced 

Standard 
Hours 

Actual 
Hours 

Standard 
Costs 

Actual 
Costs 

Increase* 
Decrease 

(a)  Cutting A 

(b)  Trimming .  .  B 

(c)  Polishing... C 

10.000 
9.500 

9.IOO 

5.000 
2,748 
2.550 

S.299 
2.890 

2.756K 

$2,500.00 
1.374  00 
1.530.00 

$2,684.50 
I. 445  00 
1.693  75 

$184.50* 

71.00* 

163.75* 

28,600 

10. 298 

io,945>^ 

$5, 404  00 

$5,823  25 

$419.25* 

Schedule  (i-a) — Variations  Due  to  Increased  Wages 


Process          ^'^ 
man 

Actual 
Hours 

Hours 

at 

Stand. 

Rate 

Hours 

at 

Inc. 

Rate 

Stand. 
Rate 

Act. 
Rate 

Inc.  in 
Rate 

Increased 
Cost 

(a)  Cutting A 

(b)  Trimming.  .B 

(c)  Polishing... C 

S.299 
2.890 

2.756K 

3.899 
2,890 

I.I56K 

1,400 
1.600 

$  .50 
•  50 
.60 

$  .52M 
•  so 

.62M 

$  .02>^ 
.02M 

$35  00* 
40.00* 

10.945K 

7.945K 

3.000 

$75.00* 

Schedule  (i-b)— Variations  Due  to  Idle  Time  and  Slow  Time 


Process          ^^"^ 
man 

Total 

Excess 

Hours 

Idle 
Hours 

Slow 
Tune 
Hoiu? 

Stand- 
ard 
Rate 

Idle 
Time 
Costs 

Slow 
Time 
Costs 

Total 

Lost 

Time 

(a)  Cutting.  . .  .A 

(b)  Trimming .  .  B 

(c)  Polishing... C 

299 
142 

206>< 

91 

40 

100 

208 
102 
106X 

$    so 

SO 

.60 

$  45.50 
20.00 
60.00 

$104.00 
51.00 
63.7s 

$149.50* 
71.00* 

123. 75* 

647K 

231 

416K 

$125.50* 

$218. 75* 

$344.25* 

Schedule  (i-c)— Idle  Time  and  Slow  Time  by 

Operators 

Standard 
Hours 

Actual 
Hours 

Idle 
Time 

Slow 
Time 

Rates 

Amount 

Process  

Employee  No. .... 

♦  Losses 


Figure  41.    Reports  Showing  Losses  Due  to  Wage  Increases,  Idle  Time,  and 

Labor  Inefficiencies  by  Departments  and  Processes — 

Issued  Daily,  Weekly,  or  Monthly 
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time  above  standard  requirements,  is  secured  by  subtracting 
from  the  number  of  actual  hours,  the  number  of  standard 
hours.  Idle  time  represents  the  actual  lost  motion  due  to  poor 
planning  and  poor  supervision  of  men.  "Slow"  time  represents 
slow  motion  of  the  individual  operators,  which  may  be  due  to 
inefficiency,  lack  of  training,  etc.  Standard  hours  in  Depart- 
ment I,  computed  in  advance,  amounted  to  10,298.  The  actual 
hours  consumed  in  the  making  of  the  standard  quota,  amounted 
to  10,945 ^/4»  or  a  loss  of  647l^  hours  for  the  three  processes. 
In  the  cutting  process  under  the  direction  of  Foreman  A,  there 
was  an  idle  time  loss  of  91  hours,  and  slow  time  of  208  hours. 
At  the  standard  rate  these  losses  amounted  to  $45.50  and  $104, 
respectively,  or  a  total  for  the  men  under  this  foreman,  amount- 
ing to  $149.50. 

In  the  trimming  process,  under  Foreman  B,  the  total  loss 
from  idle  time  and  slow  time  amounted  to  $71,  while  in  the  pol- 
ishing process,  under  Foreman  C,  the  total  loss  from  the  two 
causes  amounted  to  $123.75. 

Schedule  (i-c)  (figures  not  given)  is  used  to  show  stand- 
ard hours,  actual  hours,  idle  time,  and  slow  time  rates,  and 
total  loss  by  each  employee  in  the  cutting  department.  Sim- 
ilar schedules  should  be  made  for  each  of  the  departments. 
These  data  may  also  be  shown  according  to  operators  under 
their  respective  foremen. 

Piece-Work  and  Bonus  Plans.— Where  piece-work  is  em- 
ployed, or  a  combination  of  day-work  and  piece-work,  the 
details  are  slightly  altered  to  cover  performance  of  individual 
workers  under  either  plan.  If  bonuses  are  given  under  any 
of  the  prevalent  systems  of  premium  plans,  a  "normal"  or 
average  output  per  man  is  taken  as  a  standard  from  which 
deviations  in  actual  output  are  reckoned.  Where  an  operator 
works  part  time  under  both  day  rates  and  piece  rates,  his 
efficiency  is  measured  according  to  the  predetermined  output 
assigned  as  standard  in  all  occupations  in  which  he  engages 
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during  the  day  or  week.^  Idle  time,  increased  wages,  and 
slow  time  can  be  computed  in  most  machine  or  mechanical 
processes,  whether  the  pay  be  on  an  hourly  or  on  a  piece  basis. 

Labor    Reports   and    General   Management The   daily 

check  on  the  individual  workers  affords  a  control  not  approx- 
imated by  many  accounting  systems  today,  yet  is  presumed  to 
be  the  ultimate  purpose  of  all  cost  work.  Obviously  it  is  of 
more  importance  to  know  what  workers  are  paying  their  way 
and  making  a  profit,  than  to  know  the  tendency  of  labor  costs 
for  a  given  product  over  a  period  of  time.  Causes  for  varia- 
tions in  costs  in  terms  of  controllable,  changeable,  labor  factors, 
specifically  identified  and  measured,  are  primary.  This  the 
efficiency  report  does. 

Under  such  a  specific  measuring  plan  carried  to  the  indi- 
vidual laborers,  it  is  impossible  for  the  inefficiency  of  one 
group  of  workers  to  be  lost  in  the  efficiency  of  another  group; 
or  for  the  slowness  of  one  department  to  be  made  up  in  the 
speed  of  another  department.  A  cost  system  that  gives  labor 
costs  by  the  pound,  or  foot,  or  barrel,  etc.,  cannot  give  data 
for  the  effective  hiring  or  firing  of  individual  operators,  inde- 
pendently of  gang  boss  ratings.  Moreover,  the  reporting  of 
individual  and  group  labor  results  to  central  management 
"headquarters"  for  third  party  consideration,  where  science  has 
an  opportunity  to  assay  productivity  values,  removes  arbitrary 
and  prejudicial  actions  from  the  hands  of  the  less  competent 
subordinates,  and  places  the  work  of  rating  operators  in  the 
hands  of  those  who  are  better  qualified  to  handle  adminis- 
trative details. 

Labor  Reports  and  the  Personnel  Department.— The  labor 
report  thus  analyzed  into  the  final  elements  hands  a  localized 
problem  over  to  the  personnel  department  for  a  reconsideration 
of  standards  that  have  been  adopted  as  a  measure  for  a  given 
process.    The  discovery  of  inefficiency  likewise  opens  the  prob- 

*  See  G.  Charter  Harrison,  Cost  Accounting  to  Aid  Production,  Ch.  IV. 
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lem  of  ( I )  the  definition  of  standard  working  conditions  that 
furnish  the  physical  setting  for  the  workmen  being  measured ; 
(2)  the  wage  plan  in  vogue  as  a  factor  in  stimulation  and  esprit 
building;  (3)  the  general  policy  of  the  education  of  workers; 
and  (4)  the  selection  of  men  for  particular  positions. 

Labor  Reports  and  the  Statistical  Department. — However, 
it  must  be  noted  that  the  comptroller  has  discharged  his  duty 
as  a  staff  member  at  this  point,  by  rendering  reliable  data  that 
carry  the  analyses  to  their  statistical  sources.  He  is  not  charged 
with  the  duty  of  administering  the  labor  policy  of  the  con- 
cern in  question. 

What  the  labor  costs  should  have  been  for  a  particular  job, 
or  in  a  given  department,  the  actual  costs,  and  the  detailed 
reasons  for  the  variation,  are  the  singular  features  of  such 
work.  This  labor  performance  standard  projected  into  the 
future  by  the  statistical  department  as  a  cost  determinant,  and 
as  a  time-motion  resultant,  is  the  real  contribution  made  to  the 
field  of  costing  and  production  control.  It  aflFords  a  means  of 
advance  cost,  and  hence,  price  computation,  current  cost  com- 
putation, and  routine  efficiency  computation  in  the  direct  labor 
field. 

Indirect  Labor  Reports. — Indirect  labor  standard  costs 
supplants  the  former  unscientific  measure  where  the  efficiency 
of  superintendence  and  foremanship  was  supposed  to  be  re- 
flected in  the  statistics  that  showed  the  percentage  of  indirect 
labor  to  direct  labor.  Figure  42  gives  a  budget  covering  super- 
intendence and  foremanship  salaries  for  the  month  in  terms  of 
standard  salary  costs,  actual  costs,  and  overtime  payments. 
The  total  increased  cost  for  the  month  amounted  to  $95.50; 
both  salaries  and  overtime  costs  are  normally  rated  non- 
controllable. 

Materials  Report. — The  loss  from  the  materials  and  supplies 
(Figure  43)  amounting  to  $417  for  the  month,  resulted  from 
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Hercules  Production  Company 
ExraBiT  "B" — Schedule  2 
Standard  and  Actual  Indirect  Labor — Department  i 
Period  ending  December  31,  1927 


Ch.  19] 


EFFICIENCY  REPORTS 


329 


Superintendents 
and  Foremen 

Standard 
Salaries 

Actual 

Salaries 

Rate 

Increase* 
Decrease 

Overtime 
Hours 

Rate 

Amount 
Increase* 
Decrease 

A 

$200.00 
175  00 
160.00 
180.00 
150.00 

$220.00 
185.00 
185.00 
190.00 
160.00 

$20.00* 
10.00* 
25.00* 
10.00* 
10.00* 

16 
4 

10 
I 

$•75 
.60 

.56 
•SO 

$12.00* 
2.40* 

B 

C 

D 

5  6o* 
SO* 

E 

$865.00 

$940.00 

$75.00* 

$20.50* 

Figure  42.    Report  Showing  Losses  Due  to  Wage  Increase  and  Overtime 

for  Indirect  Labor 


Hercules  Production  Company 

Exhibit  "B"— Schedule  3 

Standard  and  Actual  Material  Costs — Department  i 

Month  ending  December  31,  1927 


Actual 

Weight 

Used 

Standard 

Price 

per  100 

lb. 

Cost  at 

Standard 

Price 

Actual 

Price 

per  100 

lb. 

Actual 
Cost 

Differences 

Increases* 

Decreases 

z.  Variations  Due  to  Price 
Change: 

Product  A-B-C 

64.SOO# 

*     S  S9 

*3.6os  55 

$6  00 

$3,938.05 

$  333.50* 

3.  Variation  Due  to  Excess  Use 
of  Materials: 

Product  A-B-C 

SUndard 
Weight 

6i.467K# 

Actual 

Weight 

Used 

64.SOO# 

Excess 
Weight 

3.033  K# 

Stand- 
ard 
Price 

$5  50 

. 

$i6g.so* 

3.  Variations  Due  to  Handling 
and  Storage  Costs: 

Salaries 

Standard 

$235.00 

75  00 

Actual 
$175  00 
50.00 

$    50  00 
35.00 

Other  CosU 

$300.00 

$335.00 

$     75.00 

Total  Loss  on  Materials  and 
Supplies 

$  417.00* 

Figure  43.    Report  Showing  the  Variation  in  Costs  Due  to  Increased  Prices 
of  Materials  Used,  Excess  Use  of  Materials  by  Products,  and  Handling  Costs 


variations  in  buying  costs,  normally  rated  non-controllable  of 
$^22.50;^  and  excess  use  of  materials,  rated  as  controllable, 
amounting  to  $169.50.  A  saving  of  $75  made  in  handling 
costs  resulted  from  a  reduction  in  salaries  of  $50  and  incidental 

costs  $25. 

A  supplementary  report  should  be  made  showing  changes 

in  buying  prices  due  to  the  purchase  of  improved  quality  of 
product  as  well  as  changes  due  to  advancing  prices  based  on 
the  former  quality.  The  excess  use  of  materials  may  be  further 
analyzed  to  show  losses  due  to:  (i)  defective  material;  (2) 
breakage  or  excess  usage  of  materials  by  operators;  (3)  break- 
age or  excess  usage  by  machines  or  processes ;  and  (4)  breakage 
or  excess  usage  by  departments  and  for  the  entire  plant. 

This  latter  report  furnishes  a  direct  guide  for  locating  the 
preventable  losses  through  a  better  supervision  of  the  machines 
by  the  speed  bosses,  gang  bosses,  and  tool  grinders.  Defective 
materials  are  chargeable  to  the  buying  department  and  the 
inspectors  of  incoming  goods.  Breakage  by  operators  locates 
a  problem  for  the  personnel  department  and  the  gang  bosses 
whose  respective  duties  are  to  properly  select  and  then  train 
workers  for  specialized  jobs.  The  emergency  use  of  materials 
not  adapted  to  a  given  process,  i.e.,  larger  sizes  or  better 
qualities  than  called  for  in  specifications,  often  locates  a  weak- 
ness in  the  purchasing  program,  or  a  lack  of  correlation  between 
the  sales  department  and  the  production  department  that  results 
in  a  failure  to  provide  the  required  stores  of  semi-fabricated 
goods  well  in  advance  of  current  production  needs.  The  mate- 
rials report  should  be  displayed  with  the  spoiled  work  report 
(Figure  45). 

*  Standard  cost  for  materials  are  figured  on  the  basis  of  the  normal 
unit  requirements  at  standard  cost  prices.  Any  change  in  prices  from 
standard  (estimated  buying  costs)  affects  the  cost  of  the  quantity  purchased. 
The  total  weight  used  figured  at  standard  prices  would  give  the  cost  at 
standard  rates,  and  the  difference  between  this  and  the  standard  materials 
cost  would  represent  the  added  cost  for  the  added  materials  used,  at 
standard  prices.  The  total  poundage  used  at  the  actual  price  gives  the  total 
actual  costs,  from  which  should  be  subtracted  the  pounds  used  at  standard 
prices  in  order  to  derive  the  variation  due  to  the  price  change. 
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Where  a  separate  traffic  department  is  maintained,  a  stand- 
ard  and  actual  in- freight  and  cartage  cost  report  on  raw  mate- 
rials would  be  made.  In  the  reports  of  the  Hercules  Produc- 
tion Company,  the  freight  has  been  charged  with  the  materials. 

Heat.  Light,  and  Power  Report.— The  power  report 
(Figure  44)  shows  a  variation  of  $150  from  standard  allotted 
costs.     A  supporting  schedule  of  the  payroll  would  indicate 

Hercules  Production  Company 

Exhibit  "A"— Schedule  4 

Standard  and  Actual  Power  Costs— Department  i 

Month  ending  December  31,  1927 


Cost  Items 


1.  Salaries  and  Wages 

2.  Coal  and  Water  Used .... 

3.  Power  Supplies  Used 

4.  Maintenance   Transmission   System 

Wages— Supplies  Departmental., 

5.  Power  Plant  Overhead,  Deprecia- 

tion, Taxest 


Standard 


Actual 


$350.00 

235  00 

50.00 

125.00 

200.50 


Differences 

Increases* 

Decreases 


$960.50 


$350.00 

280.00 

80.00 

145  00 
255  50 


$1,110.50 


$45  oo* 
30.00* 

20.00* 

55  oo* 


$150.00* 


report  madeTor  the  powfr  "e^t!^eJ^^t^^t'lJ^^t^:''£^^L^S^^         ^°"  '""^  ''^  °' 

Figure  44.    Report  Showing  Standard  Power  Costs,  Actual  Costs,  and  Differences 

the  number  of  employees,  the  standard  wage  rates,  actual  wages 
and  differences,  if  any.  Details  of  coal  and  water  costs  would 
show :  ( I )  standard  coal  tonnage  and  metered  water  needed 
for  standard  steam  requirements  for  power  and  heat;  (2) 
actual  amounts  used;  (3)  rates;  and  (4)  variations ' from 
standard  costs.  Engineering  data  would  reveal  inefficiencies 
m  the  use  of  fuel.  Variations  in  use  and  rates  would  be  worked 
out  where  electricity  or  gas  is  used.    The  control  over  main- 
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tenance  of  the  power  transmission  system  would  depend  upon 
the  organization  in  the  plant. 

Where  the  power  generation  and  transmission  is  under  the 
line  control  of  the  departmental  foreman,  a  budget  of  these 
costs  based  on  standard  requirements  would  be  made  out.  It 
would  show  standard  number  of  employees,  wages,  supplies, 

Hercules  Production  Company 

Exhibit  "B" — Schedule  5 

Standard  and  Actual  Spoiled  Work — Department  i 

Period  ending  December  31, 1927 


„              Fore- 
Process     ^^„ 
men 

Standard 

Allowance 

Units 

Amount 

Actual 

Spoiled 

Units 

Amount 

Differ- 
ence 
Units 

Differences 
Increases* 
Decreases 

Cutting       A 
Trinuning    B 
Polishing     C 

160 
40 
20 

$145.00 
9360 
37.00 

330 

125 

105 

$305  40 
187.20 
208.00 

170 

85 
85 

$160.40* 

93.60* 

171.00* 

220 

$275.60 

560 

$700.60 

340 

$425.00* 

Spoiled  Work  by  Operators 


Operator  No. 

Cutting 

Trimming 

Polishing 

2 

t 

6 

20 

etc 

$305  40 

$187.20 

$208.00 

Figure  45.    Report  Showing  Variations  in  Spoiled  Work  Costs  by 

Processes  and  Operators 

and  incidental  costs.  The  actual  costs  would  show  the  varia- 
tion from  standard.  The  same  plan  would  be  followed  in 
securing  statistical  data  on  power  plant  and  power  transmis- 
sion overhead  costs.  The  principal  items  under  this  category 
would  be  depreciation,  taxes,  insurance,  etc. 
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Spoiled  work  (Figure  45)  usually  is  reported  separately. 
The  method  of  accounting  varies  according  to  the  type  of  pro- 
duction procedure.  In  many  cases  the  materials,  labor,  and 
allotted  burden  are  charged  to  a  specific  job,  or  a  production 
center ;  in  others  the  cost  is  charged  as  an  overhead  item  and 
spread  over  the  plant  as  any  other  item. 

Special  attention  should  be  paid  to  the  spoiled  work  by 
departments  in  order  to  render  a  proper  accounting  for  defec- 
tive work  where  and  when  it  occurs,  so  that  the  proper  respon- 
sibilities may  be  assessed. 

The  spoiled  work  by  operators  locates  the  exact  cause  for 
defective  work  in  so  far  as  it  may  be  assessed  to  the  labor 
factor.  A  further  analysis  should  be  made  that  would  show 
causes  due  to  (i)  latent  defects;  (2)  defects  due  to  machine 
conditions;  and  (3)  breakage  caused  by  handling. 

^^    Departmental   Burden  Report.-This    report    shows    the 
institutional''  costs  that  vary  but  little  between  seasons.     A 

Hercules  Production  Company 
ExmBiT  "B"— Schedule  6 
Standard  and  Acttjal  Departmental  Burden  Costs-Department  i 
Month  ending  December  31,  1927 


Cost  Elements 


1.  Superintendence 

2.  Depreciation 

3.  Insurance 

4.  Taxes,  Equipment,  and  Buiiding  Dept'al 

5.  Mamtenance  and  Repairs 

6.  Supplies 

7.  Other  Costs. 


Standard 
Costs 


Actual 
Costs 


Differ- 
ences 
Increases* 
Decreases 


200.00 

450.75 

110.50 

95  20 

78.50 

42.75 
96.50 


225.00 
475  50 
"5.50 

95.20 
128.25 

72.00 
206.00 


$1,074.20 


Si. 327  45 


S  25.00* 

24-75* 
15  00* 
o 

49  75* 
29.25* 

109.50* 


S253.25* 


Figure  46.    Report  Showing  the  Departmental  Standard  Overhead  Costs 

Actual  Costs,  and  Differences  ' 
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listing  of  the  standard  departmental  burden  cost  items  (see 
Figure  46)  shows  the  predetermined  costs,  based  in  the  main 
on  past  experience  figures.  Current  variations  in  rates  con- 
stitute the  principal  source  of  increase  or  decrease  in  costs. 
The  excess  departmental  burden  costs  of  the  Hercules  Produc- 
tion Company  show  an  increase  of  $253.25  from  standard. 

The  General  Factory  Overhead  Report. — This  is  usually 
called  the  supplemental  burden  report.  Costs  are  assessed  to  a 
department  on  the  basis  of  the  total  labor  hours  or  labor  costs. 


Hercules  Production  Company 

Exhibit  "B" — Schedule  7 

General  Factory  Overhead  Allotted  to  Department  No.  i 

Period  ending  December  31, 1927 


Cost  Elements 

Standard 
Costs 

Actual 
Costs 

Differ- 
ences 
Increases* 
Decreases 

I    Oeneral  Fartorv  Sunt,  and  Staff 

$375  60 

220.80 

50.25 

147  SO 

$    375  60 

308.75 
125.20 
218.3s 

2.  Service  Departments:  Wages  and  Salaries.. . 
*.  SuDolies  etc            

%  87.95* 
74-95* 

A.  Deoreciation  Taxes.  Insur.  Plant 

70.85* 

S794  15 

$1,027.90 

S233.7S* 

Figure  47.    Report  Showing  the  Allotted  Standard  Plant  Overhead  Costs,  Actual 

Costs,  and  Differences 

In  some  cases  the  two  burden  costs  are  merged  and  charged 
to  product  as  a  single  cost  on  an  hourly  basis.  Standard 
burden  cost  conditions  are  usually  "set"  by  economic  factors 
beyond  the  control  of  management.  The  standard  burden  cost 
report  (Figure  47)  identifies  variations  from  these  factors. 
Internal  physical  standards  within  each  department  must  be 
relied  upon  for  determining  the  fact  whether  a  dollar's  worth 
of  service  is  being  secured  from  each  dollar  invested  in  service 
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units.    This  applies  particularly  to  the  service  departments  such 
as  stores,  engineering,  personnel,  etc. 

The  Cost  of  Non-Productive  Time.— It  has  been  said  that 
the  critical  element  in  all  production  is  time— the  time  of  em- 
ployees; the  time  during  which  capital  is  tied  up  in  plant, 
machinery,  equipment,  raw  materials  and  supplies  to  produce 
finished  goods ;  and  the  time  of  management  and  administra- 
tion. The  ultimate  cost  of  production,  aside  from  various 
buying  rates  for  materials,  etc.,  is  wholly  a  function  of  elapsed 
time  required  to  process.  The  market  sustains  a  higher  price 
for  products  that  require  a  long  time  to  make  than  for  those 
that  require  a  short  time.  Complex  processes  involve  a  longer 
period  of  time,  hence  are  more  expensive  to  conduct  than  simple 
processes.  Successful  management,  then,  can  be  judged  by 
how  well  the  time  of  all  factors  is  employed. 

Idle  time  of  laborers,  machines,  equipment  and  plant,  due 
to  inefficiencies  resulting  from  poor  planning,  routing  and  per- 
sonnel factors,  should  be  distinguished  from  enforced  idleness 
caused  by  less  than  standard  production  in  a  single  department 
or  the  plant  as  an  entirety.  Lost  time  and  motion  on  the  job 
increase  the  direct  costs  and  a  commensurable  portion  of  the 
burden  costs  required  to  turn  out  a  given  product  compared 
to  a  standard  cost.  Such  losses  are  normally  found  in  the 
daily  work  reports  of  employees,  which  show  the  time  con- 
sumed on  a  given  piece  of  work  and  also  the  elapsed  time 
between  jobs  or  losses  due  to  breakdowns,  delays,  etc.  Wages 
unaccounted  for  in  poorly  supervised  departments  is  another 
example  of  operator  idle  time.  "Slow*'  time  is  another  phase 
of  idle  time ;  it  measures  the  inefficiency  of  a  given  worker  in 
his  inability  to  do  a  given  task  in  standard  time. 

Then  again,  in  many  plants  there  exists  specialized  equip- 
ment installed  to  save  costs  incidental  to  sending  work  outside. 
Such  unused  equipment  carries  a  higher  than  average  per  hour 
machine  cost  because  of  its  lesser  utilization,  which  is  unduly 
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increased  when  a  plant  is  subjected  to  labor  idle  time  that 
slows  the  rate  of  speed  of  the  entire  plant. 

Unused  Overhead  Costs. — The  most  serious  idle  time  cost 
naturally  arises  from  slack  production.  .Total  costs  of  pro- 
duction are  lower,  yet  the  unit  costs  are  higher  because  of  the 
unabsorption  of  a  part  of  the  time  of  plant,  equipment,  and 
management.  This  unused  time  cost  should  be  emphasized  in 
cost  reports.  If  a  plant  is  running  only  75%  of  standard 
capacity,  one- fourth  of  the  carrying  load,  and  hence  one- fourth 
of  the  overhead  costs,  remains  unproductive.  A  full  100% 
cost  is  the  measure  of  the  "input,"  and  75%  the  output,  meas- 
ured in  terms  of  the  utilization  of  that  cost.  The  full  expense 
outlay  is  incurred  whether  three-fourths  of  the  plant  is  occu- 
pied or  the  plant  run  three- fourths  of  the  time  or  whether 
100%  utilization  is  secured.  The  unused  portion  or  the 
unused  time  is  lost  time. 

It  adds  to  the  unit  cost  of  the  product  made,  because  the 
idle  time  must  be  absorbed  by  the  smaller  number  of  units 
actually  made.  If  the  total  manufacturing  outlay  be  recovered 
from  the  consumer,  a  higher  price  must  be  charged.  Under 
many  of  the  older  systems  of  costing,  as  previously  mentioned, 
the  loss  resulting  from  idle  time  is  assessed  to  the  product 
in  a  higher  burden  cost  per  unit  but  is  unidentified  as  a  sepa- 
rate cost  factor.  The  actual  working  time  which  is  a  lesser 
number  of  labor  hours  than  standard  is  charged  with  the  given 
total  overhead  cost. 

Under  the  system  of  reporting,  outlined  here,  and  used 
rather  broadly  today,  a  special  feature  is  made  of  idle  time 
costs.  An  example  will  clear  up  the  method  of  computing 
idle  time  costs.  The  departmental  overhead  in  a  certain  plant 
may  be  $2,000  per  month,  based  on  standard  labor  hours  of 
2,000  direct  labor  or  machine  hours,  or  a  rate  of  $1  per  hour. 
If  the  department  employed  only  1,500  of  the  2,000  hours,  the 
statement  for  idle  time  would  be  as  follows : 
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Total  overhead  departmental  cost $2 ,000 

Total  labor  or  machine  hours 2 ,000 

Rate  per  hour $        i 

Actual  hours  worked i ,  500 

Idle  hours 500 

$2,000 

Cost  of  used  hours:  1,500  at  $1 $1 , 500 

Cost  of  idle  hours:      500  at  $1 500 

From  these  data,  the  unit  cost  for  idle  time  can  readily 
be  computed.  If  5,000  units  be  made,  the  cost  per  unit  for 
idle  time  would  amount  to  10  cents  per  unit.  Also  the  added 
units  of  production  necessary  to  absorb  this  cost  element  can 
be  readily  computed.  If  the  idle  time  cost  for  the  plant  for 
the  month  be  $500  and  the  idle  time  cost  per  unit  of  product  be 
10  cents,  an  additional  output  of  5,000  units  will  be  required 
to  remove  the  loss  due  to  unused  plant. 


CHAPTER  XX 

CONTROL  OVER  COSTS— STANDARD  COST 

ACCOUNTING 

Standard  Costs  Not  Uniform  Costs.— A  standard  cost  plan 
should  not  be  confused  with  a  uniform  cost  system.  The  move- 
ment to  standardize  the  systems  of  accounts  within  a  given 
industry  or  trade  has  resulted  in  the  adoption  of  a  common 
classification  of  accounts,  and  the  use  of  a  more  or  less  uniform 
type  of  financial  and  operating  statement,  on  the  part  of  the 
firms  operating  like  business  plants.  Uniform  accounting  in 
such  instances  as  the  printing  trade,  lumber  dealers,  etc.,  means 
the  use  of  a  substantially  similar  ledger  and  statement  scheme 
by  association  dealers  or  producers,  who  use  the  results  for 
comparative  purposes  as  an  aid  in  controlling  local  conditions. 

Many  large  wholesale  firms  have  fostered  the  idea  of  uni- 
form accounting  to  introduce  order  into  poorly  devised  account- 
ing systems  used  by  customers,  as  an  aid  in  standardizing  credit 
statements. 

However,  these  external  statements  furnish  but  little  infor- 
mation of  use  in  determining  the  par  in  performance  of  a  given 
operation. 

Standard  Costs  Based  on  Physical  Standards.— Standard 
costs  are  usually  internally  derived.  They  are  postulated  upon 
a  certain  given  volume  of  production  in  a  given  department 
or  the  plant  as  a  whole.  All  of  the  physical  and  material  re- 
quirements to  carry  on  the  set  volume  are  scientifically  meas- 
ured in  advance.  The  engineer  under  whose  jurisdiction  the 
construction  of  plant  standards  falls,  figuratively  precedes  the 
product  as  routed  through  the  various  processes.  Each  machine 
or  processing  unit  is  assigned  in  advance  a  given  function  in 
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the  production  sequence  as  required  to  build  up  (synthetic 
process)  or  break  down  (analytical  process)  the  product. 
Definite  speeds  and  feeds  are  assigned  to  these  machines. 

The  transportation  of  the  product  through  the  plant  is 
planned  in  advance.  The  power  required  to  drive  all  the 
machines  is  computed  on  the  basis  of  the  standard  or  set  pro- 
duction volume.  Fuel  items,  miscellaneous  power  supplies, 
engineering  wages,  and  other  power  costs  needed  to  deliver 
the  power,  are  worked  out  on  the  same  basis.  Repairs  and 
maintenance  of  the  plant  and  of  all  the  equipment  involved 
in  the  production  of  the  product  being  manufactured,  are  placed 
in  the  budget  of  costs.  Thus  standard  costs  represent  the 
**best  practice"  attainable  in  a  given  local  plant  operation  based 
on  physical  standards.  Where  the  system  has  been  recently 
adopted,  the  last  period's  cost,  or  the  best  cost  for  each  unit 
of  expense,  is  often  used  as  a  starting  point. 

Laboratory  Tests — Plant  Analyses. — Laboratory  tests, 
such  as  special  runs  or  sample  operations,  are  often  made  for  the 
sake  of  obtaining  special  "plant"  measurements.  Use  is  fre- 
quently made  in  these  cases  of  time  and  motion  studies,  aimed 
at  securing  greater  precision  in  the  work  of  operators.  Again, 
mechanical,  electrical,  and  chemical  analyses  are  often  made 
to  ascertain  the  correct  quantities  and  qualities  of  materials 
needed  as  minimum  requirements.  These  so-called  "blue- 
print" cost  figures  based  on  actual  machine  rates,  labor  rates, 
routing  and  planning,  are  used  in  a  dual  capacity;  first,  as  a 
standard  scheme  for  estimating  the  cost  of  goods  to  be  made 
on  contract  specification,  and  in  meeting  competition;  and, 
second,  as  a  measure  of  the  performance  of  machines,  laborers, 
superintendents,  etc.  Predetermined  costs  set  the  upper 
limits  of  buying  prices  for  materials  and  wages  of  labor,  and 
indicate  the  quantity  and  quality  of  each  necessary  for  profit- 
able production.  Overhead  allotments  are  made  on  the  basis  of 
a  given  normal  or  standard  rate  of  output. 
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These  costs  which  are  projected  into  the  future  as  oper- 
ating guides,  naturally  are  flexible  in  character  in  order  to  meet 
changing  plant  and  personnel  factors  which  become  altered 
through  fundamental  economic  conditions ;  measurements  which 
become  obsolete  are  as  useless  as  worn-out  equipment. 

Standard  Cost  Accounting. — The  accounting  for  standard 
costs  is  very  similar  to  the  older  systems  used  for  recording 
factory  and  commercial  costs.  Since  the  elements  of  expense 
are  not  changed  by  the  introduction  of  a  new  system  of  meas- 
urements, practically  the  same  classification  of  accounts  is 
employed.  For  factory  costs  the  accounts  employed  are  mate- 
rials, labor,  and  burden.  In  commercial  costing,  the  accounts 
employed  are  the  usual  expense  groups. 

The  unique  feature  found  in  the  standard  cost  system  is 
the  placing  of  the  predetermined  costs  in  the  accounts  them- 
selves, as  guides  for  comparing  the  eflFectiveness  of  the  money 
outlay  allotted  to  product  at  the  time  of  incurring  the  actual 
expenses.  Each  account  carries  two  values :  ( i )  the  standard 
cost,  and  (2)  the  actual  cost. 

Thus  the  system  gives  all  of  the  actual  cost  data  and  the 
cost  of  sales  as  well  as  the  par  in  performance  for  the  same 
items.  The  accounts  show  the  standard  and  actual  unit  cost 
for  each  operation,  such  as  quarrying,  burning,  coopering,  fill- 
ing, and  storing  in  lime  production ;  cutting,  turning,  drilling, 
sanding,  dipping,  etc.,  in  furniture  manufacturing.  These 
accounts  are  put  under  control  accounts  in  the  same  manner 
as  are  the  usual  factory  accounts. 

The  standard  cost  accounts  for  labor,  materials,  and  bur- 
den will  be  briefly  outlined  to  illustrate  the  principles  involved. 

Standard  Accounting  for  Materials.^ — "In  the  case  of 
Work  in  Process-Material,  there  are  two  sets  of  columns  for 

*  The  data  used  for  standard  accounting  for  materials,  direct  labor,  and 
burden  were  adopted  from  "Cost  Accounting  Through  the  Use  of  Standards," 
a    bulletin    published    by    the    Department    of    Manufacture,    Chamber    of 
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both  the  debit  and  credit  sides — one  set  headed  Actual  and  the 
other  Standard.  The  columns  headed  Actual  are  the  ones 
employed  in  the  accounting.  The  columns  headed  Standard  are 
for  the  introduction  of  statistical  figures,  and  these  figures  do 
not  appear  in  the  accounting. 

Accounts  Payable 


Jan.  31 


Purchases  in  January  (a) . 


$1,000 


Raw  Material 


Jan.    I 
31 


Raw  Material  Inv. .  . 
Purchases  in  Jan.  (a) . 


$3,000 
1,000 


$3,000 


Jan.  31 


Deliveries  of  Material  to  Fac- 
tory (b) 


$1,600 


Work  in  Process — Material 


Jan.    I 
31 


Raw  Material  in 
Inv 

Receipts  of  Mater- 
ial from  Stores  (b) 


Ratio:  3,350/3,600 

=  1. 35 


Actual 

$1,650 

1.600 

$3.aSO 


Standart 

$1,400 

1,300 

$3, 600 


Jan.  31 


Material  in  Produc- 
tion at  Standard . 

Material  in  Produc- 
tion Adjusted  to 
Actual  (i.3<  of 
standard)  (c) 


Actual 


$3,350 


Stand- 
ard 

$1,800 


Cost  of  Goods  Sold 


Jan.  31 


Material  in  Production  Ad- 
justed to  Actual  (c) 


$3. 35c 


Figure  48.    Standard  Accounts  for  Materials 

"As  materials  are  purchased,  they  are  charged  to  Raw 
Material  at  actual  cost.  All  deliveries  of  raw  material  from 
storeroom  to  the  factory  are  covered  by  requisitions,  and  in 
the  cost  department  these  requisitions  are  priced  through  the 
use  of  the  actual  unit  costs,  as  revealed  by  the  perpetual  inven- 
tory cards,  and  also  at  the  standard  unit  values.  Furthermore, 
if  the  quantities  of  material  delivered  are  greater  or  less  than 
the  standard  quantities  for  the  particular  requirements,  if  these 

Commerce  of  the  United  States,  Washington,  D.  C,  1926,  pp.  27  to  35 
mclusive. 
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are  known,  the  requisitions  show  two  quantities  and  there  are 
two  extended  values;  i.e.,  (i)  actual  quantities  times  actual 
unit  costs  and   (2)   standard  quantities  times  standard  unit 

costs. 

"Raw  Material  is  credited  with  the  total  of  the  actual  values 

thus  obtained  and  in  the  diagram  the  deliveries  of  material  to 

the  factory  for  the  month  of  January  have  a  total  value  at 

cost  of  $1,600.     The  standard  value  is  $1,200. 

"Referring  now  to  Work  in  Process-Material,  it  will  be 
observed  that  on  January  i  the  inventory  of  material  in  process 
revealed  an  actual  value  of  $1,650  and  a  standard  value  of 
$1,400.  The  inventory  values  and  the  values  of  deliveries 
from  store  are  totalled  and  the  ratio  of  actual  values  to  stand- 
ard values  obtained;  i.e.,  the  ratio  in  this  case  is  1.25. 

"During  the  month  of  January  the  factory  has  produced 
and  shipped  to  customers  a  definite  number  of  the  company's 
products,  which,  priced  with  respect  to  material,  have  a  stand- 
ard value  of  $1 ,800.2    To  obtain  the  corresponding  actual  value 

*By  way  of  an  explanation,  it  might  be  noted  that  the  $1,800  credit 
to  the  Materials  in  Process  account  (Figure  48)  is  secured  from  a  physical 
count  of  the  materials  used  in  the  finished  product.  For  example,  in  the 
above  case,  if  the  number  of  completed  units  amounted  to  3,000  and  the 
materials  cost  per  unit  were  50  cents,  the  standard  cost  for  materials  used  in 
process  would  be  $i,8oo.  However,  the  actual  costs  were  125%  of  standard, 
as  shown  by  the  ratio  of  the  actual  buying  costs  to  the  standard.  1  his  per 
cent  figure  applied  to  the  standard  cost  of  materials  in  process,  gives  a  total 
of  $2,250  as  the  actual  cost.  A  separate  account  is  sometimes  set  up  to  show 
the  variation  in  materials  cost,  and  the  difference,  here  of  $450,  charged  to 
profit  and  loss  as  a  separate  cost  item. 

The  actual  total  cost  of  sales  is  readily  derived  by  applying  to  the 
standard  cost  the  per  cent  of  variation  for  each  of  the  items.  For  example, 
.  if  the  standard  materials  cost  is  computed  at  $2  and  the  efficiency  rates  iiOYc 
of  par,  the  actual  cost  for  materials  would  be  $2.20.  A  standard  labor  cost 
of  $3  with  an  efficiency  rating  of  105%  would  give  an  actual  labor  cost  of 
$3.15.  A  standard  burden  cost  of  $3.50  with  an  efficiency  rating  of  125% 
would  give  an  actual  cost  of  $4,375.  The  standard  cost  per  unit  would  be 
$8.50;  the  actual  cost  would  be  $9,725,  or  a  production  efficiency  of  114.4%. 

The  ratings  would  be  extended  to  all  laborers,  sub-groups,  and  all 
laborers  in  departments  and  the  plant  as  a  whole.  The  materials  ratings 
would  be  extended  to  all  materials  and  supplies  used.  The  burden  ratings 
would  be  extended  to  all  overhead  costs  involved  in  the  production  of  the 
article  being  costed. 

In  any  case  the  actual  cost  of  sales  may  be  computed  as  soon  as  the 
physical  count  is  made  and  the  composite  ratings  for  materials,  labor,  and 
burden  determined. — (The  Author.) 
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of  this  delivery  it  is  necessary  only  to  multiply  the  standard 
value,  $1,800,  by  the  ratio,  1.25.  which  gives  an  adjusted  actual 
value  of  the  production  of  the  month  of  $2,250.    This,  then 
IS  the  amount  which  is  credited  to  Work  in  Process-Material 
and  charged  to  Cost  of  Goods  Sold. 

"Where  it  is  difficult  to  distinguish  between  actual  and 
standard  quantities  it  may  prove  reasonably  accurate,  for  the 
purpose  of  accounting  control,  to  assume  that  the  actual  quan- 
tities delivered  are  also  the  standard  quantities.  However,  in 
such  a  case  >t  will  be  very  desirable  to  make  constant  checks 
in  the  factory  of  the  efficiency  of  use  of  the  material. 

A  second  plan  for  control  of  materials  involves  the  use  of 
a  specal  account  which  may  be  entitled  Profit  and  Loss  on 

.In  T  u   .  ^'^  P^^*^^''"'^  ''  ^''"■■'^^  to  that  in  the 

values  and  standard  values  of  materials  delivered  from  the 
storeroom  to  the  factory  is  carried  to  the  account,  Profit  and 
Loss  on  Materials  Used. 

Standard  Accounting  for  Labor 
Accrued  Payroll  (i) 


Jan.  31 


Direct  Labor  for  January  fi) 


$5,000 


Work  in  Process-Direct  Labor  (2) 


Jan.    I 
31 


Inventory 

Payrollfor  Jan.  (i) 

Ratio: 

6,000/5,500   »   I.OQ 


Actual 

$1,000 
5.000 

$6,000 


Standard 

$    800 

4.700 

$5,500 


Jan.  31 


Direct  Labor  in 
Production  at 
Standard 

Direct  Labor  iii 
Production  Ad- 
justed to  Actual 
(i  09  of  sUnd- 
•rd) (3) 


Actual 


$4,360 


Stand- 
ard 


$4,000 


Cost  of  Goods  Sold  (3) 


Jan.  31 


Labor  in  Production  Adjusted 
to  Actual ...(a) 


$4,360! 


Figure  49.    Standard  Accounts  for  Dirtrt  L?bor 
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"The  third  plan  for  the  control  of  material  under  standard 
costs  contemplates  that  the  variations  due  to  unit  prices  be  set 
aside  at  the  time  the  material  is  purchased. 

"In  the  case  of  the  Standard  Labor  accounts,  the  costs 
are  carried  through  Work  in  Process,  Direct  Labor,  by  an 
adjustment  of  the  standard  cost  to  actual  costs  in  the  same 
way  as  has  been  described  in  the  case  for  raw  material." 
( Figure  49. ) 

Standard  Accounting  for  Overhead. — In  accounting  for 
overhead  a  budget  is  prepared  for  all  the  costs  required  to 
carry  the  power,  depreciation,  taxes,  etc.  These  items  are  com- 
puted on  the  basis  of  the  expected  rate  of  output.  This  cost  is 
then  expressed  as  a  definite  rate  per  labor  hour  based  on  the 
total  expected  labor  hours,  also  previously  computed.  For 
example,  in  a  given  department  or  production  center,  the 
expected  or  standard  hours  are  775 ;  the  budgeted  or  standard 
cost  is  computed  at  $1,550,  or  $2  per  labor  hour.  There  may 
be  two  variations  from  the  predetermined  costs,  first  a  greater 
or  less  outlay  than  the  budgeted  cost,  and  second,  a  greater  or 
less  number  of  actual  labor  hours  expended  in  the  production 
center. 

One  plan  of  accounting  for  the  "unused'*  portion  of  over- 
head, as  shown  in  Figure  50,  treats  of  this  item  as  a  charge 
to  profit  and  loss  to  be  taken  from  the  overhead  costs  and 
charged  as  "cost  for  idle  plant"  or  "unabsorbed  overhead."  If, 
in  the  above  case,  the  total  actual  hours  worked  were  665,  the 
"used"  or  "absorbed"  burden  would  amount  to  $1,300.  The 
cost  for  idle  plant  time  would  amount  to  $250,  or  125  hours 
at  $2  per  hour.  That  is,  the  production  center  was  "idling" 
for  125  hours,  while  the  costs  were  continuing  at  the  rate 
of  $2  per  hour  without  any  product  being  manufactured  to 
absorb  the  charge. 

The  sundry  charges  to  Overhead  Expense,  amounting  to 
$^550,  is  the  standard  (and  here  the  actual)  overhead  expense 
for  the  scheduled  production.     The  credit  of  $1,300  to  Over- 
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head  Expense  and  the  charge  to  Overhead  in  Process  of  the 
same  amount,  represents  the  standard  charge  for  the  number 
of  hours  during  which  the  production  center  was  actually 
operating.  The  charge  to  the  Cost  of  Goods  Sold  amounting 
to  $1,400  represents  the  standard  cost  of  overhead  expense 

Overhead  Expense  (i) 


Jan.  31 


Miscellaneous 

Superintendence. . 
Depreciation,  etc. 


Standard 
I500 
400 
650 


li.SSO 


Actual 

400 
650 


li.SSO 


Jan.  31 


To  Overhead  in  Process 
— Standard  Costs. .  (x) 

To  Profit  and  Loss- 
Idle  Plant (2) 


I1.300 

350 

$1 . SSO 


Overhead  in  Process  (2) 


Jan.    I 
31 


Old  Inventory 

Overhead  Exp.  at  Standard 
Rates (i) 


1,300 


$1,800 


Jan.  31 


Standard  Prod,  to  Cost  of 

Sales (3) 

New  Inventory 


$1,400 
400 

$1,800 


Profit  and  Loss— Idle  Plant  (3) 


Jan.  31 


Unused  Overhead  from  Overhead 

Expenses (2) 

Stand.  Costs $1 ,  550 

Absorbed  Costs 1,300 

Unabsorbed $    350 


Cost  of  Goods  Sold  (4) 


Jan.  31 


Standard  Prod.  Cost  from  Over- 
head in  Process (3) 


$1,400 


Figure  50.    Standard  Accounts  for  Overhead  Costs — Idle  Time 

used  in  processing  the  completed  units.  The  $250  charged 
to  Profit  and  Loss-Idle  Plant  and  the  credit  to  Overhead 
Expense,  is  the  cost  of  the  unused  plant.  This  latter  figure 
becomes  a  separate  charge  to  costs  and  is  not  merged  with  the 
other  overhead  figures. 

If  the  actual  expenditures  in  the  above  case  amounted  to 
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$1,500,  and  the  used  or  absorbed  costs  amounted  to  $1,300, 
the  variation  from  standard  costs  ($1,550)  would  be  shown 
in  two  accounts.    Profit  and  Loss-Idle  Plant  would  be  debited 

Overhead  Expense  (i) 


Jan.  31 


Miscellaneous 

Superintendence. . 
Depreciation,  etc. 


Standard 
$SOO 
400 
650 


$i.SSO 


Actual 

$450 

400 

650 


$i.Soo 


Jan.  31 


To  Overhead  in  Process 
Standard (i) 

To  Profit  and  Loss — 
Idle  Plant (a) 


$1,300 

300 

$i.soo 


Overhead  in  Process  (2) 


Jan.    I 
31 


Old  Inventory 

Overhead  at  Standard  Rates 
(I) 


$500 

1.300 

$i.8oo 


Jan,  31 


Standard  Production  to  Cost 

of  Sales (3) 

Inventwy 


$1,400 
400 

$1,800 


Profit  and  Loss— Idle  Plant  (3) 


Jan.  31 


Unused  Overhead  from  Over- 
head Expenses (a) 

Stand.  Costs $i.SSO 

Absorbed  Costs x,300 

Unabsorbed $250 


Profit  and  Loss— Overhead  Variation  (4) 


Jan.  31 


Stand.  Cost $i .  SS© 

Actual  Cost  Note i .  500 


Overhead  Exp.  Di£F. 

(i)  $      so 


$SO 


Cost  of  Goods  Sold  (s) 


Figure  51.    Standard  Accounts  for  Overhead — Idle  Time  and  Overhead  Variation 

with  $250,  the  unabsorbed  burden,  as  shown  in  Figure  50. 
Profit  and  Loss-Overhead  Variation  would  be  credited  with 
$50,  which  represents  the  savings  made  in  the  actual  expenses 
compared  with  the  standard.     The  credit  of  $1,300  to  Over- 
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head  Expense,  and  the  charge  to  Overhead  in  Process  of  the 
same  amount,  represent  the  standard  charge  for  the  number  of 
hours  during  which  the  production  center  was  actually  oper- 
ating as  in  the  former  case.  The  charge  to  Cost  of  Goods  Sold 
and  the  credit  to  Overhead  in  Process  is  also  the  same.  The 
charge  of  $250  to  Profit  and  Loss-Idle  Plant  represents  the 
total  loss  due  to  less  than  standard  production.  The  standard 
production  cost  was  $1,550,  while  the  absorbed  portion 
amounted  to  $1,300.  The  difference  in  the  Overhead  Expense 
has  been  lowered  to  $200,  a  result  of  the  saving  in  the  actual 
overhead  of  $50  expense  outlay.  This  account  is  credited  with 
the  difference. 

The  ledger  accounts  in  Figure  51  show  Profit  and  Loss- 
Overhead  Variation,  and  Profit  and  Loss-Idle  Plant,  in  sep- 
arate accounts. 

The  journal  entries  would  be  as  follows: 


Dr.  Profit  and  Loss— Idle  Time 

Cr.  Overhead   Expense    

.      Cr.  Profit  and  Loss— Overhead  Variation. . . 


$250 


$200 
50 


Where  the  rate  of  production  is  ahead  of  standard  rates, 
an  over-absorption  of  burden  results.  That  means  the  charg- 
ing of  the  standard  rate  for  the  actual  production.  But  since 
the  actual  production  is  greater  than  the  scheduled  output,  the 
goods  produced  receive  a  greater  charge  per  unit  for  over- 
head expenses.  More  overhead  is  charged  than  is  actually 
expended.  The  savings  made  from  the  increased  output  be- 
comes a  credit  to  "Over- Absorbed  Burden."  This  latter  account 
may  be  credited  to  profit  and  loss  or  used  as  a  reserve  to  absorb 
later  charges  for  under-absorption  of  overhead. 


CHAPTER  XXI 
CONTROL  OVER  OPERATIONS— BUDGETS 

What  the  Budget  Covers. — In  Chapters  XVII  to  XIX  the 
usual    manufacturing   and   profit    and   loss    statements   were 
analyzed  from  a  control  standpoint.     Note  was  made  of  the 
absence  of  standards  in  those  statements,  excepting  as  previous 
data  were  used  as  guides  for  current  operations.    The  present 
chapter  points  out,  in  outline  form,  some  of  the  more  important 
factors  involved  in  the  actual  construction  and  operation  of 
budgets  as  they  are  used  in  the  business  world  for  analyzing 
and  controlling  such  factors  as :   ( i )  causes  for  change  in  vol- 
ume of  sales;  (2)  causes  for  change  in  the  cost  of  finished 
goods  purchased;  (3)  causes  for  change  in  the  cost  of  manu- 
factured goods  produced;  (4)  causes  for  change  in  selling  and 
advertising  expenses ;  ( 5  )  causes  for  change  in  overhead,  finan- 
cial,  and   operating  expenses;    (6)    financial    procedure   in- 
volved in  correlating  the  money  receipts  and  disbursements 
for  all  activities  directly   and   indirectly   concerned   in    (a) 
the  procuring  of  the    net   income,   and    (b)    the   construc- 
tion and  maintenance  of  the  physical  plant  and  administrative 
organization. 

Standards  Applicable  to  All  Business  Fields. — The  funda- 
mental idea  of  standards  (attainable  expectancies)  can  be 
carried  into  all  fields  where  functional  officers  and  sub-execu- 
tives are  placed  in  charge.  What  is  expected  in  the  way  of 
efficient  shop  performance,  as  previously  mentioned,  is  a  stand- 
ard or  ideal  for  the  factory  superintendent.  What  is  expected 
in  the  way  of  labor  and  material  costs  for  a  given  department 
or  a  given  product,  is  an  ideal  or  expectancy  for  gang  bosses 
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and  purchasing  agents.  Reasonable  expectancies  in  sales  per- 
formance, in  financial  requirements,  in  administrative  and 
other  expenses,  likewise  can  be  translated  into  standards,  and 
checked  with  the  actual  performance. 

To  the  individual  charged  with  the  responsibility  of  secur- 
ing statistical  controls  over  operating  and  financial  conditions, 
he  budget  furnishes  practically  the  only  medium  for  bring- 
bu!iSs  '**"'^"*^  ^""^  performance  data  of  the  entire 

firJ^^  ^f^u    *"'  ^""""''^^  *  ^''y  «=°"'^°'  over  all  statis- 

mshes  the  medium  for  planning  ahead,  by  projecting  into  the 
tuture  (I)  standard  or  expected  income,  and  (2)  the  neces- 

cZ    rfr?'"''^  ?^"'''  '"''"''■'^  ***  ^^«="^«^  'he  expected  in- 
come   It  likewise  furnishes  the  medium  for  checking  all  of  the 

activities  that  contribute  to  income  and  outgo,  and  Assesses  h 
so'cL      "  '"  *'"  ''*'"'''^  '°  *^''  P'^P^^  ""'-^te 

Budget  a  Super-Coordinator^Conceived  in  another  man- 
ner .t  furnishes  a  super-coordinator  for  the  entire  business  in 
the  fact  that  preplanning  through  a  budget  necessitates  the 

addition  to  being  a  super-standard  for  the  concern  as  a  unified 
going  concern,  the  budgetary  organization  furnishes  the  ma- 
chinery for  giving  the  correct  "relative  emphasis"  to  all  the 
activities.  This  tends  to  check  the  over-emphasis  that  is  often 
placed  upon  a  single  department,  such  as  advertising,  purch^ 
mg,  transportation,  service,  etc. 

It  furnishes  a  governor  to  all  the  work  of  the  functional 
officers  in  the  fact  that  it  harmonizes  (:)  sales  with  purtC 
of  finished  goods;  (2)  sales  with  production;  (3)  sales  wth 
credit  extensions;  (4)  sales  with  general  and    ehng  exlsll 

:::S'th:orh;r=  ^'^  ^^'^^  -■'•^  --  po^s  n; 

revealed  through  the  market  analysis;  (6)  purchasing  of  mate- 
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rials,  hiring  of  labor  and  the  incurring  of  manufacturing 
expenses  with  production  requirements;  (7)  purchases  of  raw 
materials,  finished  goods,  factory  supplies,  etc.,  with  inventory 
requirements;  (8)  finance  and  credit  needs  with  the  entire 
program  of  purchasing,  production,  and  sales. 

This  consideration  of  the  budget  as  a  super-coordinator 
naturally  raises  the  question  of  the  organization  necessary  to 
carry  it  out  and  the  relationship  between  this  statistical  func- 
tion and  accounting. 

Budget  Organization. — The  first  step  in  starting  a  budg- 
etary program  is  to  form  a  budgetary  committee.  Often  this 
committee  is  made  up  of  heads  of  the  various  departments,  the 
president  acting  as  chairman.  In  large  organizations  the  treas- 
urer and  comptroller  are  oftentimes  members  of  the  budget 
committee,  the  comptroller  acting  as  a  liaison  officer  in  charge 
of  budget  procedures. 

The  success  of  the  budget  program  depends  upon  the  com- 
pleteness with  which  the  organization  is  carried  out.  A  repre- 
sentative budgetary  committee  is  effective  for  several  reasons. 
First,  it  has  a  cross-section  viewpoint  of  the  entire  executive 
personnel.  Each  department  head,  being  a  part  of  the  organi- 
zation, takes  an  active  part  in  the  determination  of  the  budget 
quotas.  Second,  it  fixes  responsibility.  As  each  officer  is  held 
accountable  for  the  operation  of  the  budget  in  his  department, 
every  effort  is  made  by  him  to  reach  the  goal  agreed  upon 
previously  as  a  standard. 

Budgeting  and  Accounting. — For  the  same  reason  that  it 
is  impossible  to  control  financial  solvency  without  the  use  of 
accounting  records  and  statements,  so  it  is  impossible  to  control 
large-scale  operations  without  the  use  of  well-planned  and 
skillfully  executed  programs.  Budgets  supply  to  management 
the  broad  type  of  control  technique  over  the  physical  plant 
and  operating  factors  which  balance  sheet  and  profit  and  loss 
statements  supply  oyer  commercial  and  bank  credit   factors. 
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Financial  statements  furnish  the  statistical-accounting  controls 
over  the  extension  of  credit.  The  forecasting  of  income 
through  the  use  of  sales  programs,  and  of  operating  costs 
through  the  use  of  shop  and  office  standards,  furnish  the  sta- 
tistical-accounting  controls  for  the  handling  of  company 
finances. 

The  accounting  department  thus  becomes  an  important  fac- 
tor in  budgetary  work.  First,  the  accounting  system  is  planned 
m  such  a  way  as  to  render  the  reports  on  the  functional  activ- 
ities of  the  business  and  the  officers  in  charge  thereof.  Second, 
the  accounting  records  supply  the  all-important  data  covering 
actual  performance  for  all  activities  outlined  in  the  budget. 
Third,  the  auditing  procedure  guarantees  a  high  degree  of  con^ 
trol  over  the  work  of  these  functional  officers  and  sub-execu- 
tives through  internal  checks  inherent  in  a  well-ordered  system 
of  accounting. 

Accounting,  thus,  is  the  selector  and  classifier  of  all  quan- 
titative data  used  for  measuring  current  performance  fur- 
nished through  the  ledgers.  The  motivating  force  is  managerial 
controls  over  physical  quotas  and  financial  requirements.  Or- 
ganization and  research  are  the  means  for  acquiring  control; 
statistics  and  accounting  are  the  tools  used  by  management  in 
exercising  control. 

Budgets  and  Standards._Thus  it  may  be  seen  that  budgets 
are  the  very  essence  of  standards.  They  form  the  statistical 
materials  which  summarize  all  standards  and  supply  the  master 
controls  for  the  business  as  a  whole.  The  unified  statement 
of  expectancies  of  the  concern  as  a  going  unit  is  of  itself 
an  expression  of  standard  requirements  of  management.  The 
expected  profit  for  the  period  and  the  anticipated  protection 
of  the  investment  form  a  basis  for  judging  the  effectiveness 
of  the  program  laid  down  by  the  directing  heads  of  the  busi- 
ness. Management  and  administration  collectively  are  charged 
with  maintaining  a  consistent  dividend  policy  and  of  keeping 
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the  security  of  the  investment  at  par  in  terms  of  solvency  and 

property  values. 

The  most  conspicuous  standard  function  of  the  budget,  as 
previously  mentioned,  is  the  use  of  prefigured  estimates  of  all 
income  and  cost  items  covering  the  activities  of  all  depart- 
ments. Since  the  formal  budget  contains  the  listed  summary 
of  all  statistical  expectancies,  it  is  virtually  a  statement  of  all 
standards.  Forecasts  of  expected  revenue  and  the  allotment 
of  costs  and  expenses  involved  in  acquiring  the  net  income 
form  the  nucleus  of  the  budget.  They  are  the  efficiency  checks 
used  for  measuring  results.  Budgeted  material  costs  are  the 
standard  costs;  budgeted  direct  labor  costs  are  the  standard 
costs,  computed  on  the  basis  of  rate  setting,  job  analysis,  time 
study,  previous  costs,  best  cost,  average  cost,  or  on  whatever  plan 
is  used  for  prefiguring  labor  expense  per  unit  of  product; 
budgeted  manufacturing  expenses  are  the  standard  burden  rates 
computed  for  the  planned  production  program ;  budgeted  sell- 
ing expenses  are  the  standard  selling  expenses  based  on  the 
expected  sales  quota ;  budgeted  administrative  expenses  are  the 
standards  for  the  executive  and  administrative  office  and  gen- 
eral overhead  costs,  and  so  on  for  the  remaining  expenses. 

The  budget  is  the  formal  statement,  placed  in  the  hands 
of  the  chief  executives  through  the  statistical-accounting  depart- 
ment, of  the  accomplishment  of  the  standardization  process. 
This  does  not  guarantee  the  scientific  quality  of  the  standards 
used  in  a  given  case,  nor  indicate  the  extent  to  which  system- 
atization  of  the  planning  work  has  been  carried  out.  But  to  the 
degree  that  standards  have  been  installed,  the  budget  is  gen- 
erally an  expression  of  those  standards. 

Advantages  of  Budgets. — These  are  as  follows : 
I.  Preplanning  aflfords  the  medium  for  securing  the  co- 
operative work  of  the  two  principal   functions   of   business 
together  with  the  ancillary  activities  tied  thereto,  namely,  sales 
and  production.     Successful  merchandizing  or  production  is 
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predicated  upon  the  procuring  of  the  requisite  goods  at  the 
time  they  are  needed  in  such  quantity  and  quaHty  as  are 
demanded  in  satisfying  the  trade.  If  forecasting  of  sales  is 
carefully  done  and  used  as  a  basis  of  purchasing  or  manufac- 
turing, the  problem  of  underproduction  with  its  attendant  loss 
of  goodwill,  and  overproduction  with  its  attendant  speculation 
in  commodities,  can  be  largely  eliminated.  Statistical  analysis 
of  sales  quotas,  as  supporting  data  for  the  monthly  or  semi- 
annual or  annual  profit  and  loss  statement,  can  give  this  desired 
control. 

2.  The  production  or  purchasing  program  can  be  worked 
out  along  definite  lines,  in  accordance  with  the  sales  require- 
ments. Monthly  production  quotas  can  be  more  accurately 
planned.  All  of  the  factory  planning  that  is  directly  tied  to 
the  functions  of  time  and  quantities  are  susceptible  of  greater 
control,  through  the  use  of  budgets.  Standards  may  be  set 
with  greater  precision  when  production  quotas  are  known  in 
advance.  All  manufacturing  or  purchasing  outlay  can  be  pre- 
figured with  greater  accuracy. 

3.  Plant  requirements  for  present  and  future  needs  can 
be  planned  and  executed  more  scientifically  where  past  sales  are 
carefully  analyzed  and  future  trends  forecast. 

4.  Personnel  needs  for  all  departments  of  the  business; 
production,  selling,  advertising,  administration,  traffic,  finance, 
etc.,  can  be  worked  out  according  to  the  forecasts  of  the  sales 
needs. 

5.  Expense  controls  are  possible  through  the  use  of  future 
planning  in  a  way  not  afforded  by  any  of  the  less  systematic 
plans.  Each  departmental  expense  budget  is  planned  ahead 
as  a  standard  quota  for  checking  the  actual  expenditures  of 
money  for  services  and  expense  supplies.  The  quotas  are 
based  directly  on  the  expected  performance  in  each  department 
and  sub-department.  Productivity  and  a  reasonable  expense  out- 
lay needed  for  the  securing  of  it  are  determined  in  advance. 
All  expenditures  are  based  directly  on  the  expected  sales  volume 
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and  the  quantity  of  work  required  in  each  department  to  handle 
the  primary  and  secondary  sales  functions. 

6.  The  financing  of  all  activities  in  the  business  that  re- 
quire planning — plant  extensions,  materials  and  expense  quotas, 
wages,  salaries,  selling,  advertising,  administration,  finance 
costs — must  be  provided  in  terms  of  actual  cash  income  and 
expenditures.  Capital  financing  and  current  working  capital 
needs  demand  budgets.  Preplanning  the  needs  for  funds  calls 
for  the  use  of  the  requisite  machinery  for  controlling  the  funds 
in  such  a  way  that  outlay  is  always  covered  by  sufficient  receipts 
at  the  time  they  are  needed. 

7.  Finally,  since  all  activities  of  any  business  concern  are 
dependent  upon  the  perfect  synchronization  of  all  factors,  there 
is  double  need  for  a  force  that  will  centralize  authority  in 
responsible  hands.  There  is  need  for  a  concentric  force  that 
will  counteract  the  tendency  toward  decentralization  and  inde- 
pendence, inherent  in  the  large-scale  production  and  specializa- 
tion of  modern  industry. 

Sales  Controls 

The  Problem  of  Sales  Controls — Sales  controls  imply  the 
statistical  and  accounting  analyses  that  give,  in  terms  of  imme- 
diate causes,  full  particulars  of  variations  in  sales  totals 
between  periods.  As  previously  indicated,  the  reasons  for 
changes  in  volume  of  sales  are  four  in  number :  ( i )  changes  in 
prices  of  goods  sold;  (2)  change  in  the  volume  by  individual 
salesmen;  (3)  changes  in  the  volume  of  goods  sold  by  terri- 
tory; (4)  changes  in  volume  of  sales  by  lines  of  goods.  Sales 
analyzed  by  price  variants,  by  salesmen's  productivity,  by  terri- 
tory and  by  lines  of  goods,  supply  to  the  comptroller  a  statis- 
tical index  of  income  problems  that  need  be  traced  only  to 
their  ultimate  economic  sources,  to  be  fully  appraised  for 
administrative  control  purposes. 

The  analysis   of   the  ordinary  profit  and  loss   statement 
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usually  proceeds  with  the  assumption  that  nothing  can  be  done 
about  variations  in  sales  volume.  What  is  written  in  the 
annual  statements,  in  many  instances,  is  taken  for  granted,  and 
no  presumptions  are  raised  concerning  the  causes  for  loss  or 
gain  in  sales.  Control  is  not  attempted,  as  no  tools  are  at 
hand,  which  suffice  for  the  purpose  of  analyzing  the  sales  situa- 
tion into  its  constituent  elements.  Sales  volume,  to  the  account- 
ing department,  in  the  main,  affords  the  starting  point  for  the 
statistical  analyses  of  the  cost  factors  directly  involved  in  car- 
rying out  the  sales  function. 

Price  Variations — But  let  us  examine  some  of  the  possibili- 
ties of  sales  controls  that  can  be  supplied  from  the  accounting 
and  statistical  records.  The  first  is  the  question  of  changes  in 
the  price  of  the  goods  sold.  The  entire  difference  in  the  sales 
volume  between  periods,  for  a  certain  line  of  goods,  or  in  a 
given  territory,  may  be  due  to  variations  in  selling  prices. 
Analyses,  therefore,  should  be  made  wherever  possible,  show- 
ing increases  or  decreases  in  sales  volume  that  have  resulted 
directly  from  price;  and  if  possible  the  reasons  for  such  change. 
A  list  of  price  change  factors  would  be  as  follows :  ( i )  price 
variations  by  territory;  (2)  price  variations  by  salesmen;  (3) 
price  variations  by  lines  of  goods;  and  (4)  price  variations 
by  seasons. 

Statistical  analyses  of  price  changes,  covering  a  large  variety 
of  goods  handled  by  department  stores,  hardware  ^ores,  and 
the  like,  where  the  number  of  types,  sizes,  color,  etc.,  are  great, 
or  in  concerns  where  the  lines  of  goods  are  changed  with  fre- 
quency, are  impossible  of  collection  and  too  costly  for  the 
results  obtained.  Where  the  number  of  products  handled  are 
few  in  number,  or  where  the  statistical  data  of  the  physical 
units  and  unit  sales  prices  are  available,  price  variations  can 
more  readily  be  assembled. 

These  data  might  be  functionalized  for  the  research  depart- 
ment under  the  following  subheads : 
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1.  Price  variations  due  to  competition: 

Foreign 
Domestic 

Local 

2.  Authorized  price  changes 

3.  Unauthorized  price  changes 

4.  Price  variations  due  to  allowance  for  defective  goods,  by 

lines  and  salesmen 

Unauthorized  price  concessions  by  salesmen  locate  a  specific 
problem  in  personnel  management.  Price  changes  resulting 
from  competition  are  problems  for  the  sales  research  or  the 
trade  extension  bureau. 

Sales  Deductions. — Sales  returns  and  allowances  should  be 
given  the  same  general  statistical  analysis  for  the  purpose  of 
controlling  the  shipping  of  unsatisfactory  goods.  This  report 
may  be  used  as  a  starting  point  in  the  search  for  latent  defects 
which  have  passed  the  inspection  and  shipping  departments.  It 
should  be  used  with  the  spoiled  work  report,  which  in  turn 
tends  to  check  the  production  and  purchasing  departments. 

The  data  concerning  price  changes,  sales  rebates  and  allow- 
ances, should  be  turned  over  to  the  functional  officers  directly 
involved,  for  such  changes  as  may  be  necessary  to  remedy 
controllable  factors.  Allowances  and  rebates  on  sales  figures 
should  be  turned  over  to  the  inspection  department. 

Controllability  of  Sales — But  back  of  the  current  measure 
of  sales,  lie  the  standards  against  which  current  sales  volumes 
are  compared.  These  standards  are  the  forecasts  made  pre- 
viously for  the  current  period.  They  may  have  been  adopted 
from  past  experience  figures,  or  predicted  from  all  available 
data  concerning  trade  conditions  in  the  various  territories 

served. 

Can  the  sales  budget,  which  in  the  last  analysis  is  merely 
sales  expectancies  in  certain  territories  by  classes  of  goods,  be 
considered  a  "standard,"  in  the  same  sense  that  the  term  is  u.sed 
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in  setting  rates  for  machines  and  operators,  or  in  the  same 
sense  that  it  is  used  in  applying  turnover  rates  for  merchandise, 
the  average  age  of  accounts  receivable,  or  the  ratio  of  current 
assets  to  current  liabilities,  etc.  ?  The  answer  is  in  the  affirm- 
ative. Control  is  largely  a  question  of  degree.  No  activity 
in  any  department  of  a  business  is  subject  to  absolute  control. 
Some  functions  are  subject  to  more  precise  measurements  than 
others. 

Some  standards  are  more  exact  than  others,  for  the  same 
reason  that  we  find  varying  degrees  of  exactness  in  all  meas- 
urements. Machine  rates  are  based  on  physical  factors  most 
of  which  can  be  predicted  with  a  fair  degree  of  accuracy.  The 
rate  of  work  of  the  operator  at  the  same  machine  can  be  pre- 
dicted to  a  less  certain  degree.  As  social  groups  are  encoun- 
tered, the  question  of  social  attitudes  towards  institutional 
phenomena  must  be  measured  as  in  the  case  of  sales  forecasts. 

In  the  case  of  merchandise  ratios,  a  large  number  of  indi- 
vidual and  group  relationships  are  encountered,  some  more 
difficult  of  prediction  than  others.  Some  individuals  and 
groups,  such  as  employees,  are  amenable  to  administrative  pol- 
icies; others  are  clearly  beyond  direct  controls,  and  can  be 
reached  and  controlled  only  indirectly.  For  example,  customers 
can  be  reached  through  the  use  of  advertising  which  results  in 
sales,  which  in  turn  makes  for  changes  in  the  merchandise  turn- 
over rates. 

Sales  standards  give  a  degree  of  control  over  the  sales  activ- 
ities by  helping  to  isolate  sales  problems  and  by  giving  all 
the  selling  functions  a  quantitative  rating.  The  setting  of 
definite  sales  quotas  as  a  possible  work  of  attainment  gives  a 
"standard  of  performance  and  accountability."  If  these  quotas 
are  not  attained,  some  satisfactory  explanation  should  be  made 
as  to  why  they  were  not  realized.  The  analysis  of  the  reasons 
for  non-fulfillment  generally  locates  weakness  in  the  selling 
organization  or  the  product,  and  points  the  way  for  further 
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research  in  internal  problems  of  personnel  management,  phys- 
ical plant  conditions,  or  general  trade  conditions. 

Sales  Quotas  Represent  a   Guide  to   All   Functions 

Why  should  the  sales  standards  be  placed  first  in  order?  In 
the  last  analysis  the  primary  purpose  of  any  business  insti- 
tution is  the  making  of  profits  through  the  sale  of  goods  or 
services.  The  vending  of  goods,  therefore,  governs  ( i )  the 
activities  of  all  other  departments  in  terms  of  physical  quotas ; 
(2)  the  financial  costs  of  such  quotas;  and  (3)  the  rate  of 
speed  with  which  activities  are  carried  on.  All  other  plans 
hinge  upon  the  sales  standard  for  the  coming  period.  No 
planning  can  be  done  intelligently  without  the  setting  up  of 
definite,  tangible  goals ;  and  since  all  major  functional  officers 
and  sub-executives  must  rely  upon  the  sales  program  for  their 
immediate  plans,  it  is  imperative  that  the  quotas  of  the  sales 
department  be  drawn  up  first. 

"The  operating  managers  must  work  with  an  estimate  of 
sales  in  mind,  so  that  they  may  secure  the  proper  sales  per- 
sons and  then  train  them  to  meet  the  needs  of  the  organization. 
Similarly,  the  operating  officials  must  anticipate  the  volume  and 
character  of  sales  to  a  fairly  accurate  degree,  if  they  are  to 
employ  an  economical  number  of  packers,  wrappers,  telephone 
operators,  delivery  men,  and  the  like,  and  if  they  are  to  train 
these  employees  into  an  efficient  working  force  animated  with 
the  service  ideals  of  the  store,  and  thoroughly  familiar  with 
the  operations,  processes,  procedures,  and  schedules  in  retail 
selling  and  order  buying. 

•K•r^^^*'L^^'"'^''  '''*  ""^^^^  ""^^^^  ^^^'•^^^  ^ith  the  respon- 
sibility of  financing  the  purchases  and  expenses  of  the  store 

must  have  very  definitely  in  mind  the  volume  of  revenue  from 

sales  that  the  store  may  reasonably  expect  to  receive  from  week 

to  week  and  even  from  day  to  day.     The  owners  themselves 

or  the  president  or  general  manager  as  their  agent,  must  care- 

luiiy  study  expected  sales  in  investing  capital  in  new  divisions 
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or  departments  of  the  store,  in  making  additions  or  extensions 
of  physical  plant,  or  in  making  decisions  concerning  new  forms 
of  customers'  credits.'*  ^ 

Formation  of  Sales  Standards. — How  are  the  sales  stand- 
ards constructed?  The  accounting  department,  under  the 
supervision  of  the  comptroller  or  the  chief  statistician,  procures 
past  sales  records  classified  as  to  salesmen,  territory,  lines  and 
types  of  commodities,  terms  of  sales,  method  of  shipment,  and 
any  other  significant  classification  that  may  be  useful  for  pre- 
planning purposes.  If  this  information  is  not  readily  avail- 
able from  the  ledgers,  it  may  be  compiled  as  statistical  informa- 
tion from  the  original  sales  data,  such  as  sales  invoices,  etc. 

The  information  concerning  past  sales  by  these  functions  is 
useful  for  two  reasons.  First,  any  variations  in  sales  which 
result  in  loss  or  gain  in  volume  compared  with  previous  periods, 
is  a  change  in  volume  of  definite  kinds  of  goods  in  certain 
trade  areas,  or  departments,  which  are  under  the  supervision 
of  sales  managers,  who  in  turn  have  charge  of  the  work  of 
individual  salespeople.  If  we  have  accurate  knowledge  as  to 
where,  when,  and  under  whom  trade  varies,  we  have  at  least 
the  statistical  reasons  why  volume  changes  take  place.  Second, 
past  sales  data  are  of  use  as  forecasts  concerning  future 
possibilities. 

Sales  Quotas  and  Market  Analysis^Sales  standards,  then, 
have  their  origins  in  the  past  records  and  in  the  estimates  of 
future  quotas,  obtained  from  all  available  sources  that  have 
a  bearing  upon  the  possible  future  trends  in  territorial  trade 
conditions.  The  sales  manager  endeavors  to  determine  sales 
expectancies  by  having  thorough  surveys  made  of  the  terri- 
tory served  by  the  business  from  various  sources :  ( i )  sales- 
men, (2)  branch  houses,  (3)  dealers,  and  (4)  outside  sources. 

Salesmen,   Traveling  salesmen  are  able  very  frequently  to 

'J.  O.  McKinsey,  Budgetary  Control,  page  57. 
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secure  a  fund  of  valuable  information  from  the  trade  upon 
which  they  call.  They  know  their  customers  personally ,  and  each 
is  in  position  to  gather  from  them  facts  and  opinions  about 
business  conditions  and  prospects  that  will  have  a  direct  bearing 
on  his  possible  sales  in  that  particular  district.  These  sales- 
men should  make  notes  of  these  facts  and  report  to  the  sales 
manager  who  should  tabulate  and  summarize  this  information. 

Branch  Houses.  The  sales  manager  should  request  the 
manager  of  each  branch  house  to  report  to  him  in  detail  con- 
cerning all  the  salient  business  factors  in  the  territory  served 
by  his  branch,  together  with  his  own  view  as  to  what  volume 
his  firm  may  expect  from  his  branch  in  the  next  fiscal  period. 

Dealers.  It  is  customary  for  many  business  houses  to  send 
to  their  dealers  each  year,  questionnaires  requesting  pertinent 
trade  information  and  estimates  of  the  volume  that  may  be 
expected  during  the  next  fiscal  year. 

Outside  Sources.  Reports  from  bankers,  trade  journals, 
and  statistical  services  give  significant  information  regarding 
business  conditions  for  the  country  as  a  whole  and  in  specified 
territory.  These  may  be  used  to  supplement  the  trade 
information. 

In  new  territory  where  it  is  desirable  to  learn  all  trade  fac- 
tors, the  research  should  be  directed  toward  an  analysis  of 
local  industrial  and  commercial  conditions  that  contribute  to 
the  welfare  of  dealers  and  the  customers  whom  they  serve.  The 
more  detailed  the  information  available  on  local  conditions,  the 
more  accurate  will  be  the  sales  forecasts. 

One  should  ever  bear  in  mind  that  there  are  factors  outside 
of  the  sphere  of  an  enterprise  and  beyond  the  control  of  the 
executive  management  that  vitally  affect  a  business;  for  ex- 
ample, cyclones,  fires,  poor  crops,  tornadoes,  tariff  revision, 
lawsuits,  political  interference,  etc.  These  the  individual  can- 
not control,  and  when  any  one  of  them,  or  other  items  within 
that  category,  hurt  or  help  his  business,  they  should  be  taken 
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into  account  in  any  comparison  made  of  sales  volume,  one 
period  with  another. 

If  several  products  are  made  and  sold  of  different  sizes, 
grades,  colors,  and  so  on,  the  problem  of  forecasting  becomes 
more  complicated.  In  this  case  a  detailed  analysis  of  the  prod- 
ucts, in  all  their  variations,  should  be  made. 

Sales  Budget  Forms — An  example  of  a  key  or  general 
budget  form  may  be  noted  in  Figure  52.  It  shows  sales,  cost 
of  sales,  gross  profit,  sales  expenses,  profit  on  sales,  adminis- 
trative expense,  financial  expense,  and  net  profit  this  year ;  the 
budget  forecast  compared  with  actual,  with  columns  for  show- 
ing the  amount  of  increase  or  decrease.  It  shows  the  actual  for 
the  past  period  and  the  difference  between  periods. 

Figure  53  gives  an  example  of  standard,  actual,  and  differ- 
ence in  amounts  of  goods  sold  by  departments,  by  commodities 
handled  and  by  salesmen  in  territories.  Supplementary  infor- 
mation should  be  secured  concerning  comparative  performance 
between  periods  in  territory,  by  commodities  sold,  and  by  sales- 
men. 

Profitable  and  Unprofitable  Lines  of  Goods. — Before 
completing  the  final  quotas,  it  is  often  necessary  to  revise  por- 
tions of  the  program  to  fit  possible  schedules  of  productions, 
deliveries,  etc.,  or  to  adhere  to  certain  fixed  policies  of  the  con- 
cern. Statistics  should  be  readily  available  that  show  the  lines  of 
goods  that  net  the  greatest  profit,  in  order  that  proper  encour- 
agement may  be  given  to  salesmen  in  pushing  the  most  profit- 
able goods  for  the  firm.  Sales  costs  on  various  lines  of  goods 
in  the  territories  covered  should  be  supplied  by  the  accounting 
or  the  statistical  departments.  Especially  should  these  data  be 
available  for  groups  of  commodities  that  require  special  con- 
sideration in  selling  and  advertising  expenses.  Lines  of  goods 
sold  in  isolated  territory  or  sparsely  populated  regions  which 
are  costly  to  reach  by  salesmen  or  advertising,  and  especially 
where  the  exact  direct  costs  can  be  isolated  and  allocated  to  the 
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product,  are  cases  in  point.  Other  examples  where  individual 
sales  costs  are  desirable,  would  be  for  those  goods  that  require 
excessive  costs  for  shipments  (container  costs,  truckage,  etc.), 
or  excessive  costs  due  to  special  handling,  storage,  etc.  (ware- 
house costs,  interest,  insurance,  etc. ) .  By  eliminating  the  non- 
paying  and  the  narrow-margined  lines,  a  greater  concentration 
may  be  made  on  the  goods  that  bring  a  greater  net  profit. 


CHAPTER  XXII 

CONTROL  OVER  OPERATIONS— 
BUDGETS  (Continued) 

Production  Control 

The  Problem  of  Standard  Cost  of  Sales. — Standardizing 
of  manufacturing  cost  of  finished  goods  sold  involves  two 
things:  (i)  control  over  the  cost  of  production;  and  (2)  con- 
trol over  the  physical  quantities  (quotas)  and  qualities  of 
goods  produced. 

The  first  problem  of  cost  control  is  related  directly  to  stand- 
ardization of  the  entire  process  of  fabrication,  from  the  hiring 
of  labor,  the  purchase  of  raw  materials  and  supplies,  to  the 
maintenance  of  the  physical  plant  employed  in  manufacture. 
The  second  statistical  control  problem  is  the  establishing  of 
quotas,  i.  c,  physical  quantities  of  materials,  supplies,  labor, 
power,  and  plant  equipment;  and  facilitating  and  measuring 
devices  needed  to  exactly  fulfill  requirements  of  the  sales  de- 
partment. 

The  Production  Program. — The  production  program  natu- 
rally follows  the  sales  program,  when  the  latter  is  once  estab- 
lished.* (See  Figure  54  for  budget  form.)  The  quantities 
needed  for  supplying  the  sales  determine  the  quantities  to 
manufacture.  The  seasons  of  the  year  when  the  goods  are 
demanded,  set  the  conditions  when  they  should  be  manufac- 
tured and  shipped. 


*  Conditions  will  vary  with  circumstances.  In  many  instances  manage- 
ment is  faced  with  the  problem  of  creating  a  market  for  a  new  product. 
Sales  budgets  must  wait  the  exploitation  of  market  possibilities  before 
quotas  can  be  planned. 
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Frequent  revisions  of  the  production  program  are  necessary 
for  the  reason  that  many  uncontrollable  contingencies  arise  that 
affect  manufacturing  considerably  and  hence  affect  budget  esti- 
mates. Some  of  the  conditions  not  always  foreseen  and  which 
upset  a  predetermined  plan  of  operation  are:  (i)  failure  of 
deliveries  of  raw  materials,  supplies,  etc.;  (2)  plant,  fire, 
strikes,  or  serious  accidents;  (3)  plant  shutdown  for  overhaul- 
ing or  new  construction;  or  (4)  rearrangement  of  machinery. 
But  whatever  takes  place,  a  monthly  comparison  at  least  of  the 
actual  against  the  budget  estimates,  should  be  made. 


Esti- 
mated 

This 
Month 

Actual 

% 
Increase 
Decrease 

T.ast 

VIonth 

Same 

Month 

I^st 

Year 

% 
Increase 
Decrease 

Totol 

to 
Date 
This 
Year 

Total 

to 
Date 
Last 
Year 

Cost  of  Sales: 

Initial  Inventory  Finished  Goods 

Materials  Used 

Direct  Labor  Costs 

Burden  Factory 

Final  Inventory  Finished  Goods 

Gkoss  Tkadino  Psofit 

Expenses: 
Sales  Salaries 

Sales  Commissions .  .  .  , 

Sales  Traveling  Exp 

Adver.  Expenses 

Other  Selling  Exp 

Total  Selling  Exp. 

OflBce  Salaries 

Managers'  Salaries 

Office  Supplies 

Light,  Heat,  Janitor  Services 

Other  Office  Exp 

Total  Administrative  Expenses 

■ 

Pkoftt  Fsoif  Opekations: 
Financial  Expenses 

Financial  Income 

Extraneous.  Profits  or  Losses 

Net  Profit  or  Loss  for  Period  . 

Per  Cent  Net  Profit  to  Total  Capi- 
UlUsed 

No.  of  Units  Produced  per  Dollai 
Working  Asset 

;r' 


Figiu«  54.    Current  Summary  of  Production  and  Sales 
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j  Budget  Checks  Performance. — Many  plants  keep  daily 
j||K)rds  of  performance  and  costs;  these  serve  a  most  useful 
purpose  in  quickly  detecting  any  abnormal  or  unusual  condi- 
tions that  arise,  thus  aflFording  means  for  a  prompt  revision 
of  other  budget  estimates  to  coincide  therewith. 

The  production  or  factory  budget  becomes  invaluable  as 
time  goes  on.  By  setting  standards  of  operation  and  checking 
these  standards  against  actual  results,  better  control  over  pro- 
duction may  be  obtained  than  in  any  other  way. 

Figure  55  illustrates  a  suggested  form  on  which  to  show : 
(i)  the  factory  costs,  condensed  by  departments;  (2)  a  com- 
parison of  the  budgeted  figures  with  the  actual;  (3)  the  cur- 
rent month's  figures  against  the  actual  figures  for  the  month 
immediately  preceding.  This  form  also  provides  spaces  for 
certain  relevant  statistical  data: 

Number  of  men  employed — 

This  month 

Last  month 
Production   (Quantities) — 

This  month 

Last  month 

The  cost  figures  prepared  for  the  budget  being  based  on  an 
estimated  production,  it  follows  that  certain  of  the  costs  fluc- 
tuate directly  with  actual  production.  Hence,  to  grasp  readily 
the  real  meaning  of  the  costs,  these  statistical  data  are  required. 

The  Function  of  Planning  in  Budget  Making The  trans- 
lating of  the  sales  quotas  into  production  quotas  is  done  in  the 
planning  department,  which  is  found  in  most  modern  large 
enterprises.  Planning  "implies  the  centralization  of  control 
over  four  elements  of  the  production  process.  These  are  ( i ) 
the  manufacturing  orders,  (2)  the  material  for  these  orders, 
(3)  the  productive  equipment,  including  machinery,  tools,  and 
work  places  to  be  used,  and  (4)  the  workers. 

"Production  planning  takes  these  four  elements,  works  with 
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them,  each  in  relation  to  the  other,  and  operates  through  them 
in  such  a  manner  that  the  product  is  turned  out  in  time  and  by 
the  method  that  is  desired.  The  orders  are  the  authorization 
for  the  performance  of  the  work,  and  writing  them  carries  with 
it  an  implication  of  coordination  with  the  sales  and  financial 
ends  of  the  business.  The  material  comprises  every  thing  upon 
which  work  is  to  be  done,  whether  it  be  raw  stores,  worked 
material,  or  components  which  are  the  product  of  another  plant. 
The  productive  equipment  comprises  all  machines,  tools,  and 
work  places  within  the  factory  which  are  utilized  for  produc- 
tion purposes,  and  its  control  implies  its  utilization  for  such 
productive  work  as  may  be  deemed  best  at  a  given  time.  The 
control  over  workmen  is  from  the  standpoint  of  the  man  who 
is  to  be  assigned  to  the  performance  of  a  given  task  in  connec- 
tion with  a  particular  order.  All  of  these  factors  are  coordi- 
nated by  the  planning  department,  so  that  a  series  of 
operations,  based  on  needs  of  the  manufacturing  orders,  upon 
capacities  of  equipment  and  workmen,  and  upon  conditions  of 
material,  are  developed.  These  operations  are  then  laid  out, 
supervised  and  correlated  in  such  a  manner  that  work  will 
proceed  through  the  plant  in  the  smoothest  and  most  orderly 
fashion.  .  .  . 

"To  establish  a  planning  department  involves  taking  over 
from  line  members  of  the  organization  control  over  ( i )  when 
work  is  to  be  done,  and,  within  limits,.  (2)  where  work  is  to  be 
done.  The  extent  of  control  that  it  may  exercise  over  these 
phases  of  the  plant's  activity  must  necessarily  vary  with  the 
plant  and  product.  In  determining  when  and  where  work  is 
to  be  done,  the  planning  department  performs  management 
functions  which  have  been  given  definite  technical  names,  the 
use  of  which  will  distinctly  clarify  any  description  of  the  work 
of  the  department  and  eliminate  confusion  of  terminology. 
These  functions  are  routing,  scheduling,  and  dispatching.  Rout- 
ing includes  the  planning  of  where  and  by  whom  work  shall 
be  done.     The  routing  work  of  a  planning  department  pre- 


scribes the  path  which  work  shall  follow  and  the  necessary 
sequence  of  operations,  particularly  in  building  up  an  assembly 
product.  This  work  involves  such  close  analysis  of  facilities 
that  frequently  layout  is  affected.  The  routing  section  must 
have  constantly  at  its  disposal  all  standards  that  have  been  set 
by  job  study  for  the  operations  and  for  shop  methods.  Sched- 
uling involves  the  planning  of  the  amount  of  work  to  be  done 
and  when  each  element  of  the  work  shall  start,  or  the  order  of 
work.  This  includes  planning  for  the  quantity  and  rate  of  out- 
put of  the  plant  or  departments  and  also  the  date  or  order  of 
starting  of  each  unit  of  work  at  each  station  along  the  route 
prescribed.  Dispatching  involves  the  meeting  of  schedules  by 
proper  utilization  of  machines,  work  places,  materials,  and 
workers,  as  designated  by  the  routing.  The  dispatching  unit 
of  the  planning  department  thus  includes  all  persons  whose 
duty  it  is  to  see  that  orders  are  issued  to  the  shop,  that  materials 
are  on  hand,  that  tools  are  provided,  job  cards  issued,  and,  in 
general,  that  all  necessary  steps  are  taken  to  insure  that  the 
schedules  be  properly  carried  out. 

"Planning  department  organization  is  directly  affected  by 
the  nature  of  product  manufactured.  The  scope  of  the  work 
and  the  details  of  operation  in  the  following  industry  types 
must  of  necessity  be  different :  ( i )  an  assembly  industry  manu- 
facturing diverse  products;  (2)  an  assembly  industry  manufac- 
turing standard  products;  (3)  a  continuous  industry 
manufacturing  diverse  products;  (4)  a  continuous  industry 
manufacturing  standard  products;  (5)  minor  variations  of 
these,  especially  with  reference  to  the  length  of  operations. 

"Planning  departments  vary  in  organization  far  more  in 
relation  to  some  such  division  of  industries  than  they  do  in 
relation  to  products  manufactured.  Planning  problems  in 
clothing  and  metal-cutting  manufacture,  or  in  paper  and  stand- 
ard textile  manufacture  are  essentially  similar.  But  the  plan- 
mng  for  production  in  a  flour  mill  and  in  a  lock  factory  have 
tew    similarities.     In    continuous    industries    manufacturing 
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standard  products,  the  amount  of  planning  work  which  is 
necessary  is  negligible.  In  assembly  industries  manufacturing 
diverse  products  is  found  the  most  involved  planning  depart- 
ment organization."^ 

Need  for  Balanced  Production  Program. — In  cases  where 
a  great  variety  of  goods  are  manufactured,  it  is  desirable  to 
have  a  "complementary  commodity  group,"  in  order  that  the 
production  program  shall  receive  due  emphasis  and  balance  in 
all  of  its  parts.    The  oversale  of  certain  goods  would  tend  to 
crowd  the  part  of  the  plant  producing  that  particular  line,  to 
the  cost  of  idle  plant  and  equipment  used  in  making  the  slow 
moving  lines,  the  result  of  which  naturally  would  be  an  in- 
crease in  the  cost  of  producing  the  latter  line.    In  the  course 
of  time  this  added  cost  would  tend  to  be  assessed  to  the  faster 
moving  line,  with  the  possible  eflFect  of  causing  a  higher  price 
for  both.    Here  is  an  example  of  the  need  for  the  close  cooper- 
ation of  the  sales,  production,  planning,  and  cost  departments, 
in  carrying  out  a  correlated  program  of  production  and  sales. 
The  works  manager,  through  the  planning  and  cost  depart- 
ments, should  be  in  a  position  to  supply  the  exact  information 
relative  to  plant  and  equipment  needs  for  each  significant  com- 
modity group  in  advance ;  the  unit  costs  based  upon  a  quantity 
production,  also  the  time  required  to  produce  the  articles.    For 
this  information  all  of  the  data  normally  supplied  by  the  engi- 
neering department  as  to  stores,  routing,  order  of  work,  ma- 
chine rates,  quantities  of  skilled  and  unskilled  labor,  power, 
general  factory  expenses,  etc.,  should  be  available  for  estimat- 
ing purposes.     Within  reasonable  limits,  this  results  in  the 
matching  up  of  the  well-balanced  production  capacity  with  the 
sales  quotas. 

Control  Over  Production  Through  Simplification. — One 
of  the  most  important  steps  that  may  be  taken  in  correlating 
sales  and  production,  is  the  standardization  of  designs  and  the 

*  Richard  H.  Lansburgh,  Industrial  Management,  pages  420-423. 


elimination  of  excess  types  and  styles  of  products.    Simplifica- 
tion in  output  has  gained  considerable  momentum  in  this  coun- 
try in  recent  years,  as  a  part  of  the  tendency  toward  mass  pro- 
duction of  standard  goods.    A  sales  program  based  upon  the 
plan  of  handling  a  smaller  variety  of  goods  in  each  line,  simpli- 
fies the  sales  program ;  it  carries  with  it  a  simplified  program  of 
manufacturing,  and  it  reduces  the  variety  of  special  materials 
used  and  the  inventories  required  to  produce  the  unnecessary 
styles  and  qualities.     The  cost  of  carrying  inventories  is  cut 
down,  as  is  the  plant  space  needed  for  machinery  and  equip- 
ment.   Burden  costs  are  reduced  because  of  the  lessened  inter- 
est, depreciation,  insurance,  etc.,  on  the  machinery  and  build- 
ings.   Smaller  storage  space  is  required  for  handling  the  fin- 
ished  products,  for  the  reason  that  a  lesser  number  of  lines  are 
carried  in  anticipation  of  trade  needs. 

Concentration  can  be  made  on  the  lines  carried;  hence 
greater  mass  production,  with  all  the  economies  of  large-scale 
production,  can  be  secured.  The  inevitable  result  of  a  simpli- 
fication program  is  to  increase  output  per  dollar  invested  in 
machinery,  plant,  and  payroll.  A  better  quality  of  goods  is 
produced  at  lower  costs ;  the  saving  may  be  passed  on  to  the 
consumer  in  lower  prices.  A  broader  market  may  be  reached, 
which  in  turn  is  reflected  in  greater  volume  of  sales  and  higher 
net  profits. 

The  Materials  Budget._The  production  budget  is  closely 
tied  up  with  the  purchase  budget  and  inventory  controls.  The 
purchasing  department  wants  to  know  from  the  production  de- 
partment what  its  requirements  will  be  in  order  that  the  pur- 
chasing agent  can  determine  from  whom  he  can  buy  the  raw 
materials  needed  at  the  best  prices  and  terms,  and  also  know 
that  deliveries  may  be  secured  at  the  time  they  are  wanted. 
^  ^  The  best  prices  and  terms  are  often  to  be  had  if  the  seller 
IS  mformed  in  advance  by  the  buyer  of  the  probable  total  quan- 
tity that  will  be  needed  in  a  given  period,  and  contracts  fre- 
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quently  are  made  on  such  a  basis.  These  things  upon  being 
known,  enable  a  more  accurate  estimate  of  material  costs  to 
be  put  into  the  budget. 

For  the  use  of  the  buying  department  it  is  necessary  that 
the  sales  requirements,  and  hence  the  purchase  requirements, 
be  submitted  in  terms  of  quantities,  qualities,  classes,  sizes, 
lengths,  etc.,  which  can  be  translated  into  the  financial  needs 
for  the  ensuing  period.  Quantities  at  definite  prices  become 
the  buying  finance  budget.  The  master  buying  budget  should 
be  thus  broken  down  into  detail  classes  by  departments  or  spe- 
cial units  for  use  of  the  sub-purchasing  agents  who  are  in 
charge  of  departmental  buying.  Arranged  according  to  time 
requirements,  the  purchase  budget  becomes  a  seasonal  director 
for  moving  the  physical  quotas  from  the  vendors  to  the  place 
where  they  are  needed  for  display  and  sales  purposes. 

The  primary  problem  in  setting  up  purchasing  standards,  as 
previously  mentioned,  is  avoiding  shortages  and  the  overstock- 
ing of  goods.  The  planning  ahead  for  the  purpose  of  filling 
the  sales  quotas  sets  the  standards  by  which  the  actual  results 
are  measured.  These  standards  are  not  found  in  the  usual 
comparative  profit  and  loss  statements.  Last  period's  pur- 
chases and  cost  of  sales  may  have  been  correct  for  the  past 
period.  However,  no  statistical  criterion  exists  to  prove  it,  nor 
can  these  data  for  last  year's  costs  be  used  to  check  this  year's 
costs.  The  heart  of  the  control  here  lies  in  the  preplanned 
quotas  at  specified  costs — figures  which  major  functional  offi- 
cers agreed  in  advance  were  standard  costs  for  purposes  of 
comparison  with  the  actual  results. 

Inventory  Standards. — An  equally  important  problem  in 
setting  purchasing  and  cost  of  sales  standards  is  the  control 
which  the  plan  gives  over  inventories.  If  the  rate  of  sales  is 
planned  in  advance,  together  with  the  necessary  minimum  stock 
for  supplying  needs,  a  systematic  plan  is  available  for  holding 
the  investment  in  stock-in-trade  to  the  minimum.     Excessive 
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investment  in  inventory  is  costly.  Knowing  in  advance  what 
the  maximum  or  minimum  inventory  should  be  at  any  time 
invariably  results  in  savings.  Knowing  what  to  buy,  where 
to  buy,  how  to  buy,  and  when  to  buy,  is  very  important.*  Rule- 
of-thumb  plans  for  the  inventory  requirements  are  faulty  as 
compared  to  a  detailed  analysis  of  sales,  purchases,  and  finished 
goods  produced  in  relation  to  sales. 

Many  firms  not  using  the  internal  checks  given  through  the 
budget,  which  controls  inventories  by  sales  planning  and  quota 
purchases,  are  forced  to  rely  on  past  records  and  unscientific 
methods  for  controlling  their  investments  in  stock-in-trade. 
Some  concerns  use  the  plan  of  maintaining  a  "normal"  inven- 
tory,«  which  they  designate  an  average  inventory  of  stock,  and 
purchase  to  keep  the  amount  on  hand  at  this  average  fi^re. 
Still  others  keep  maximum  stock  figures  for  various  staple  lines 
which  are  not  to  be  exceeded. 

The  adoption  of  one  plan  or  the  other  will  depend  upon  the 
individual  case.  Whatever  plan  allows  the  closest  purchasing 
for  the  sales  needs  without  resulting  in  the  over-accumulation 
of  goods,  or  in  "short  orders"  to  customers,  is  the  most  effec- 
tive. The  plan  followed  would  depend  upon  the  storage  facili- 
ties transportation  conditions,  perishability  of  the  product 
credit  conditions,  discounts  allowed,  distance  to  source  of  sup-' 
ply,  general  market  and  trade  conditions,  etc. 

Internal  Inventory  Checks^Jnternal  checks  on  purchases 
that  aid  in  standardizing  purchases  and  inventories,  in  accord- 
ance with  sales  production  and  sales  requirements,  would  con- 
sist of  (I)  records  of  all  outstanding  orders  by  lines  of  com- 
modities, specifications,  etc.;  (2)  follow-up  plans  for  securing 
dehvery  on  time;  (3)  lists  of  unfilled  orders  by  departments 
type^f  commodities,  sellers,  and  dates  of  probable  shipments.' 
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Four  methods  are  commonly  used  for  measuring  inven- 
tories.   They  are : 

1.  Perpetual  inventory  plan,  available  in  cases  where  the 
units  are  relatively  small  in  number,  or  comparatively  large  in 
value.  Records  are  kept  of  individual  lines  of  commodities 
charged  to  stores ;  credits  are  made  for  quantities  requisitioned 
or  sold.  The  balance  at  unit  prices  constitutes  the  current  in- 
ventory, which  is  subject  to  periodic  count  for  verification. 

2.  Physical  checks  of  goods  on  hand  are  made  without  the 
use  of  records  of  individual  lines.  The  work  of  counting  goods 
is  usually  done  infrequently  on  account  of  the  time  and  cost 
involved,  and  the  frequent  necessity  of  practically  shutting 
down  operations.  Goods  are  priced  at  cost  or  market,  which- 
ever is  the  lowest. 

3.  The  estimated  inventory  plan  is  used  in  cases  where  the 
stocks  carried  are  very  limited,  or  where  the  quantities  vary  but 
little  and  can  be  readily  measured  and  identified. 

The  Labor  Budget. — Production  planning  is  based  directly 
upon  the  sales  budget;  hence,  the  labor  requirements  by  types 
and  number  of  workers,  in  the  last  analysis,  is  a  demand  for 
labor  based  directly  upon  the  sales  program.  Products  to  be 
manufactured  are  analyzed  especially  for  labor  requirements, 
not  only  for  each  article  made  but  for  separate  departments 
and  the  plant  as  a  whole.  Records  that  show  exact  methods 
for  each  process  and  machine  are  kept  by  the  engineering  de- 
partment. These  form  the  bases  of  the  standard  process  and 
machine  methods,  as  well  as  standard  labor  rates.  In  complex 
processes,  or  where  a  great  variety  of  goods  are  made,  the  ma- 
chinery and  equipment  used  for  a  given  run  or  batch  are  se- 
lected, either  from  "blue-print"  plans,  or  from  past  experience 
data.  The  labor  needs  are  computed  from  these  machine  sched- 
ules and  routing  plans.* 

*  For  a  more  complete  discussion  of  the  component  parts  of  the  labor 
standards  by  functions,  departments,  processes,  and  by  foremen,  see  Chapters 
XVIII  and  XIX. 
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In  some  cases,  a  different  plan  is  followed  by  using  former 
labor  hours  or  labor  costs  required  to  produce  a  given  volume, 
and  then  computing  the  expected  volume,  with  variations  that 
may  arise  due  to  change  in  design,  qualities,  etc.  Labor  costs 
per  unit  may  also  be  used  for  labor  requirements  and  costs  for 
the  future  output.  Where  practicable,  the  standard  plan  based 
on  time  and  motion  studies,  derived  as  a  laboratory  study,  or 
on  past  operations,  affords  the  most  accurate  forecast  and  check 
upon  labor  performance. 

Purposes  of  Labor  Budget — The  purposes  of  the  labor 
budget  are  threefold :  First,  it  furnishes  a  guide  for  preplan- 
ning unit  labor  costs,  a  cardinal  point  of  information  in  figur- 
ing total  unit  costs,  and  in  locating  inefficiencies  among  the 
working  force  and  the  foremen.  The  formal  statement  of 
standard  labor  expectancies  is  borrowed  in  large  part  from  the 
engineering  department  or  the  time  study  department,  where 
the  latter  have  charge  of  the  setting  of  rates  for  the  working 
force. 

Second,  the  detailed  information  contained  in  the  labor 
budget  aids  in  determining  the  efficacy  of  wage  and  bonus 
plans  in  force. 

Third,  labor  budgets  furnish  the  basis  for  the  factory  per- 
sonnel department  in  the  hiring  and  training  of  the  requisite 
laborers  for  all  departments.  In  many  firms,  the  personnel  de- 
partment works  directly  with  the  planning  department  in  out- 
lining the  labor  program. 

Financing  Labor  Costs_The  treasury  department  has  need 
for  the  data  contained  in  the  labor  budget  as  a  part  of  the  gen- 
eral planning  of  finances.  Expenses  for  wages  must  be  planned 
along  with  other  costs.  The  budget  provides  the  data  by 
amounts  and  by  time.  It  affords  the  means  of  planning  the 
weekly  or  monthly  payroll.  Seasonal  demands  for  funds  for 
the  payroll  can  be  better  planned  if  a  budget  for  labor  needs 
IS  known  in  advance.     Requests  for  additional  labor  required 
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for  increased  output  are  sent  to  the  personnel  and  finance  de- 
partments. 

Labor  Welfare  Budget — Budgets  for  welfare  work  like- 
wise are  made  in  advance  of  the  actual  carrying  out  of  benefit 
programs.  Some  of  the  more  important  welfare  expenses 
which  are  provided  in  the  budget  are :  °  ( i )  employees'  service 
at  the  plant,  such  as  lunchroom  expense,  rest  room  costs,  read- 
ing room  costs,  medical  and  dental  inspection  costs,  hospital 
service  costs,  entertainment,  gymnasiums,  etc.,  costs;  and  (2) 
employee  aids  not  furnished  through  plant  activities,  such  as 
educational  work,  sick  leave  benefits,  contributions  to  savings 
funds,  old  age  pensions,  etc. 

The  justification  of  the  outlay  for  employee  aids  is  clearly 
a  greater  productivity  on  the  part  of  the  workers.  A  healthy, 
well-cared  for  individual  is  a  better  worker,  is  more  steady  in 
his  habits,  and  hence  a  better  investment  than  is  one  of  the  op- 
posite type. 

Estimates  may  be  based  upon  previous  costs  with  provision 
for  any  variations  in  the  plan  followed.  Standardization  is 
more  difficult  in  the  case  of  welfare  costs.  However,  some 
measure  of  the  productivity  of  the  outlay  should  be  installed 
and  subjected  to  analysis  the  same  way  as  any  other  produc- 
tion cost.  Competition  may  force  the  adoption  of  a  welfare 
outlay  of  a  greater  amount  than  would  normally  be  the  case,  in 
which  instance  the  question  may  be  raised  as  to  the  desirability 
of  increasing  wages  or  bonuses,  which  are  more  directly  tied 
with  output,  than  are  the  expenditures  for  indirect  employee 
benefits. 

Labor  Budget  Fonn.— The  budget  form  for  showing  the 
anticipated  direct  labor  costs  and  the  actual  performance  for 

•In   some  cases  this  activity   is   placed  upon   a   separate  budget   and 
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departments  of  the  plant,  or  for  given  orders,  is  usually  made 
up  along  the  following  lines : 

1.  Expected  production,  expressed  in  units  and   in  value 

terms,  for  job  lot,  department,  or  plant. 

2.  Actual  production  following  classes  in  (i). 

3.  Variations  from  standards  in  (i)  shown  in  values  and 

percentages. 

4.  Expected  direct  labor  cost. 

5.  Actual  costs. 

6.  Variations  in  costs  from  standards,  expressed  in  value 

terms  and  per  cents. 

7.  Expected  labor  cost  to  total  direct  costs. 

8.  Actual  labor  costs  to  total  direct  costs. 

The  detailed  budget  report  covering  indirect  labor  and 
superintendence  may  be  made  by  following  the  same  outline. 
Detailed  causes  for  variations  in  indirect  labor  costs  from 
standards  may  be  analyzed  according  to  the  methods  explained 
in  Chapter  XIX. 

Manufacturing  Expense  Budget. — Standard  manufactur- 
ing expenses  (burden  costs)  can  be  preplanned  if  the  produc- 
tion schedules  are  worked  out  in  advance.  As  was  previously 
discussed,  the  proper  control  over  most  of  the  factory  "institu- 
tional" or  overhead  costs  exists  through  a  system  of  planned  ap- 
propriations to  meet  specific  service  conditions.  (See  Figure 
56  for  form.)  Factory  burden  appropriations  are  similar  to 
the  budgeting  of  any  institutional  costs  that  are  not  related  di- 
rectly to  the  output  or  productive  capacity  of  a  plant. 

The  critical  points  that  must  be  kept  uppermost  are:  first, 
the  expected  work  required  of  the  various  parts  or  sub-depart- 
ments that  go  to  make  up  the  whole  of  the  factory  burden; 
second,  the  required  complement  of  workers  and  equipment 
service  needed  to  produce  certain  given  results ;  and  third,  the 
cost  involved  in  securing  production  service.  This  does  not 
imply  a  method  of  assessing  burden  costs  to  product.    The  pri- 


378 


ACCOUNTING  REPORTS  IN  MANAGEMENT        [Ch.  23 


Estimated 

Production 

in  Units 

Revisions 

in  Estimates 

in  Units 

Actual 

Production 

in  Units 

Amount  of 

Variation 

in  Units 

Budget 
Costs  Based 
on  Standard 

IndisectLabok — General: 

Superintendent's  Salary .  . 

Foremen's  Salaries 

Helpers' Wages 

Electricians'  Wages 

Carpenters'  Wages 

Inspectors'  Wages 

Engineers'  Salaries 

Other: 

Factory  Office  Expenses: 

Office  Manager's  Salary. 

Office  Clerks^  Wages 

Office  Supplies  &  Tel.  . . . 
Other: 

Light,  Heat,  Powex: 
Water 

Fuel 

Electric  Power  (Metered) 

Engineers'  Salaries 

Firemen's  Salaries 

Power  Repair  &  Main.  . 

Power  Depreciation 

Light  Supplies 

Other  Costs 

Service  DEPAXXifKNTs: 

Stores:   Salaries,  etc 

Transportation  Costs.  .  .  . 

Engineers'  Salaries 

Routing  Clerks 

Other  Costs 

Factory  Supplies- 
Oil,  Waste 

General  Supplies 

Depreciation: 

Building  Factory 

Building  Stores 

Factory  Furniture 

Factory  Equipment 

Factory  Machinery 

Insurance: 
Stores 

Building 

Machinery  &  Equipment . 

Taxes 

Spoiled   Work   &   Waste 
Materials 

Total 

Figure  56.    Manufac- 
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Revised 

Budget 

Costs 


Actual 
Cost  or 
Outlay 
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of 
Variation 


%of  Burden 

to  Total 

Mfg.  Cost 


Estimated 
Unit  Bur- 
den Costs 


Actual  Unit 

Burden 

Cost 


Variation 
Unit  Bur- 
den Cost 


Variation 

for  Past 

3  Periods 
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mary  problem  is  the  ascertaining  of  the  required  ''input"  to 
secure  a  given  output  of  each  unit  of  service  or  material  used 
in  factory  overhead  costs.  What  is  the  load  each  should  carry 
and  what  is  the  expected  cost  of  that  load?  In  short,  are  the 
factory  burden  services  doing  their  required  work,  and  are  they 
rendering  a  value  commensurate  with  the  cost  involved  ?  The 
budgeting  of  such  costs  along  standard  expense  lines  is  the  most 
effective  means  of  controlling  them.  But  such  a  plan  inevitably 
must  follow  changes  in  output  within  reasonable  bounds  to 
be  most  effective. 

Overhead  Expense  Items — Service  department  expenses 
such  as  stores,  labor,  factory,  of!ice,  plant  transportation,  fac- 
tory research,  engineering,  etc.,  would  not  be  as  great  at  75% 
as  at  100%  capacity ;  nor  will  they  be  the  same  on  a  double  shift 
as  a  single  shift.  Power  and  light  cost  budgets,  involving  fuel 
and  water  consumption,  electric  power  costs,  wages  of  electri- 
cians, engineers,  helpers,  repairs,  wear  and  tear  on  dynamos, 
boilers,  power  and  shafting  equipment,  etc.,  can  be  made  out 
on  the  basis  of  the  load  factors  involved  in  the  rate  of  produc- 
tion and  the  service  requirements. 

Secondary  factory  supplies,  such  as  lubricating  oils,  sand- 
paper, waste,  brooms,  factory  containers,  etc.,  likewise  can  be 
budgeted  on  the  basis  of  use.  Foremanship,  superintendence, 
and  general  facilitating  labor  costs  (plumbers,  carpenters, 
steam  fitters,  inspectors)  bear  a  relationship  to  the  quantity 
produced  which  can  be  forecast  and  measured.  Machine  and 
equipment  repair  and  general  maintenance  expenses  may  be 
based  on  experience  figures,  and  forecast  on  the  basis  of  the 
expected  production  rate. 

Repair  costs  cannot  be  standardized  to  the  same  degree  as 
can  such  recurring  costs  as  materials,  etc.  Appropriations  for 
this  work  usually  are  made  upon  the  estimates  of  the  superin- 
tendent of  maintenance,  and  cover  such  costs  as  wages  of  re- 
pair men  and  foremen,  repair  tools,  machine  shop  costs,  repair 


materials,  etc.  Control  over  repair  costs  rests  with  the  sched- 
ules for  standard  repair  jobs  and  such  other  physical  measure- 
ments as  may  be  necessary  to  assay  the  efficiency  of  the  ele- 
ments involved  in  maintenance  costs. 

Estimates  of  maintenance  costs  for  the  next  period  may  be 
secured  from  previous  unit  cost  figures.  Thus,  if  the  previous 
costs  were  2  cents  per  unit  and  the  production  program  called 
for  the  making  of  5C)0,(X)0  units,  the  budgeted  cost  for  the 
maintenance  department  would  be  $10,000.  Machine  tool  and 
small  tool  costs  from  a  budget  standpoint  are  controllable  under 
the  same  general  plan  as  maintenance  and  upkeep  costs. 

Taxes  are  prefigured  on  assessable  values  and  are  based 
largely  on  former  costs;  insurance  on  insurable  values;  bud- 
geted depreciation  on  former  rates  for  standard  production  and 
modified  to  meet  changed  conditions  from  normal,  or  placed 
upon  a  service  output  or  service  hourly  rate. 

The  essential  idea  is  the  planning  ahead  for  these  costs  on 
the  most  rational  basis  possible,  considering  the  work  to  be 
done,  the  changing  of  these  projected  costs  to  meet  changes  in 
production  conditions  as  they  arise,  the  checking  of  the  actual 
money  outlay  against  the  expected  rates,  and  accounting  for 
the  variations  in  the  performance  records. 

Budgeting  ahead  for  all  manufacturing  expense  items  is 
thus  a  question  of  the  construction  of  the  standards  by  means 
of  which  the  outlay  is  checked.  The  total  burden  as  budgeted 
forms  the  "standard  burden  costs"  mentioned  previously  as  the 
base  for  computing  standard  burden  rates.  Since  the  budgeted 
costs  are  based  upon  the  expected  volume  of  production,^  the 
unit  burden  rates  can  be  computed  by  dividing  the  total  produc- 
tion by  the  budgeted  costs.  For  example,  if  the  total  burden 
costs  are  estimated  in  advance  at  $325,000,  and  the  estimated 
units  are  600,000,  the  standard  or  budgeted  burden  rate  would 
be  ($325,000-^-600,000)  =$.5416. 

XVII,  XVIlT^and  x^/$^  discussion  of  standard  burden  rates,  see  Chapters 
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Departmental  Burden  Expense  Budgets. — Budgets  pre- 
pared for  the  separate  departments  or  for  production  centers 
may  be  more  advantageous  than  budgets  covering  the  plant  as 
a  whole.  If  departmental  burden  budgets  are  prepared  by  the 
officers  in  charge,  the  responsibility  for  the  expense  of  a  smaller 
unit  than  the  entire  plant  can  be  more  readily  determined.  It 
isolates  difficulties  more  readily  and  makes  possible  required 
changes  in  policies. 

Departmental  burden  budgets  have  an  advantage  over  plant 
budgets  in  the  fact  that  the  various  departments  may  vary  in 
production.  The  burden  items  that  are  subject  to  specific  con- 
trols (such  as  semi-constant  costs)  can  be  more  closely  corre- 
lated with  the  production  in  the  separate  departments,  and 
hence  more  accurately  forecast  and  checked. 

The  departmental  plan  of  budgeting  the  burden  items  has 
the  disadvantage  of  not  following  the  functional  responsibilities 
found  in  the  general  organization,  such  as  purchases,  personnel, 
plant  maintenance,  etc.  Factory  supplies  for  all  departments 
are  generally  made  through  the  central  purchasing  department ; 
hiring  of  foremen  and  general  helpers  through  the  personnel 
manager ;  repairs  and  renewals  through  the  plant  maintenance 
department;  power  through  the  central  power  and  light  de- 
partment. Thus,  aflFective  managerial  responsibility  for  these 
and  other  activities,  the  costs  of  which  are  assessed  to  the  de- 
partments on  some  arbitrary  basis,  is  secured,  not  along  de- 
partmental lines,  but  along  functional  lines. 

Purposes  of  Manufacturing  Expense  Budget— From  the 
above  discussion  it  may  be  noted  that  the  purposes  of  the  fac- 
tory expense  budget  are  live  in  number.  They  are :  ( i )  to  fur- 
nish the  data  upon  which  unit  standard  costs  may  be  based  for 
the  factory  burden,  considering  the  proposed  rate  of  output ; 
(2)  to  furnish  a  program  for  the  sub-executives  to  follow,  in 
procuring  the  various  factory  supplies,  indirect  labor,  etc.,  and 
m  furnishing  the  necessary  services  that  aid  production,  at  the 
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time  when  needed  and  in  the  quantities  required  by  the  produc- 
tion program;  (3)  to  secure  ratings  of  those  in  charge  of  the 
various  services  or  departments;  (4)  to  plan  the  money  dis- 
bursements for  the  burden  outlay,  at  the  time  called  for  by  the 
production  program;  and  (5)  to  control  costs,  the  desideratum 
being  the  holding  of  expenses  to  a  minimum,  consistent  with 
efficient  production  performance. 

The  Plant  and  Equipment  Budget.— Every  concern  operat- 
ing under  a  general  standard  performance  scheme,  in  attempt- 
ing to  synchronize  all  activities  into  a  harmonious  working 
plan,  must  inevitably  prefigure  its  plant,  equipment,  and  office 
construction  needs  to  fit  the  sales  and  production  programs. 
If  a  sales  expansion  program  is  contemplated,  it  will  be  neces- 
sary to  plan  the  production  program  in  terms  not  only  of  the 
needed  quotas  of  goods  and  men,  but  also  in  terms  of  the  fac- 
tory buildings,  warehouse  space,  office  equipment,  etc.,  in  which 
to  carry  out  the  complete  program.  In  budgeting  the  capital 
outlay,  it  is  important  to  observe  four  points: 

1.  Provision  should  be  made  for  the  added  costs  involved 
in  using  the  present  plant  for  extra  shifts.  The  crowding  of 
production  often  results  in  the  intensification  of  "bottle  neck'* 
conditions  at  strategic  points  in  a  plant,  that  may  be  relieved 
only  by  enlarging  the  production  equipment  at  these  critical 
places. 

2.  Provision  should  be  made  for  the  renewal  of  parts  of 
the  present  plant  and  fixtures.  This  problem  is  not  unique 
to  budgetary  practice  but  is  a  part  of  all  maintenance  and 
replacement  policies.  However,  the  renewal  costs  must  be 
included  in  the  general  budget  plans  in  order  to  guarantee  the 
perfect  working  of  the  manufacturing  and  finance  programs. 

3.  Provision  for  repair  and  maintenance  of  all  types  of 
physical  equipment,  while  not  a  part  of  the  capital  outlay  must 
be  provided  for  in  the  general  planning  and  the  costs.    Main- 
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tenance  expenses  are  often  provided  in  the  factory  burden 
budget. 

4-  Provision  should  be  made  for  the  cost  of  improvements 
which  are  forced  upon  a  concern  from  changes  in  the  arts. 
New  methods,  new  processes,  and  new  equipment  must  be  pro- 
vided m  order  to  keep  up  with  the  position  of  competitors. 

Selling,  Administrative,  and  Financial  Expense  Budgets 

The  departmental  expense  budgets  include  the  items  of  cost 
not  considered  in  the  production,  welfare,  or  purchase  budgets. 
They  are:  (i)  the  selHng  expense  budget,  including  adver- 
tising; (2)  the  office  or  general  administrative  budget;  and 
(3)  the  financial  expense  budget. 

Selling  Expense  Budget_The  consideration  of  the  selling 
«pense  budget  is  often  taken  up  directly  in  connection  with 
the  sales  budget.  The  latter  forms  the  basis  for  outlining  the 
selling  costs.  Distribution  expenses  follow  closely  the  types 
of  goods  handled,  the  territory  in  which  marketing  is  done 
the  type  and  number  of  the  sales  force  employed,  and  the  typ^ 
ot  advertising  used. 

Standard  selling  expense  data  are  usually  at  hand  in  the 
form  of  previous  selling  costs.  This  information,  together 
with  the  estimates  of  future  changes  in  sales  volume,  general 
trade  conditions,  etc.,  supplied  by  the  sales  research  depart- 
ment, form  the  basis  for  the  formulation  of  the  next  period 
costs.  Some  institutions  use  a  given  per  cent  of  sales  as  a 
measure  of  selling  expense  efficiency.  All  costs  above  this 
figure,  say  6%  of  sales,  are  questioned,  and  explanations 
demanded  as  to  why  the  variation  exists. 

Next  to  the  outlay  for  welfare  work,  the  productivity  of 
marketing  outlay  is  probably  the  most  difficult  of  measure- 
ment No  criterion  exists  to  show  the  efficacy  of  a  given  rate 
of  salesmen  s  commission  and  traveling  expenses,  in  terms  of 
added  sales  or  of  sales  maintained  at  or  near  the  former  level 
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Such  selling  expenses,  as  trucking,  warehouse,  delivery, 
etc.,  can  be  measured  and  also  forecast  with  a  greater  degree 
of  certainty,  through  the  use  of  physical  standards  that  are 
available  in  the  form  of  shop  data.  Rates  of  expenses  secured 
from  trade  association  data  covering  similar  conditions  often 
are  valuable  for  comparative  purposes.  But  here  again,  as  in 
the  case  of  plant  operating  conditions,  exact  similarity  is  infre- 
quently encountered. 

Scientific  research  covering  all  of  the  sales  activities,  look- 
ing toward  the  construction  of  standards  for  a  given  set  of 
conditions,  is  the  most  satisfactory  system  of  preplanning  the 
usual  selling  expense  items. 

Administrative  Expense  Budget_The  plan  employed  in 
prefiguring  standard  expenses  for  the  broad  list  of  activities 
included  in  the  group  of  departmental  expenses,  follows  the 
program  outlined  for  the  forecasting  of  the  factory  expense 
budget.  Being  somewhat  institutionalized  because  they  do  not 
vary  with  the  volume  of  business  conducted,  the  overhead  cost 
Items  are  relatively  simple  to  forecast. 

Administrative  Budget  for  Department  Store— For  a 
department  store  or  large  commercial  concern,  the  expense 
budgets  would  cover  the  following  costs  and  expenses-  (i) 
merchandise  costs,  including  purchases,  freight-in,  receiving 
expenses,  warehousing  and  stock  moving;  (2)  merchandise 
selling,  including  service,  advertising,  display  and  delivery 
expenses,  exchanges,  adjustments  and  alterations,  mail  order 
and  shipping  expenses;  (3)  cemral  heat  and  light  service 
expenses;  and  (4)  office  expenses  such  as  credits,  collections 
amounting  and  auditing,  statistics,  research,  comptrollership' 
ottice  management,  personnel  management  (see  Figure  57)     ' 

In  broad  terms,  the  method  of  standardization  consists  of 
two  parts.  They  are:  (i)  the  determination  of  the  standard 
service  required  of  the  individual  worker  and  the  working 
groups,  for  example,  in  the  salesrooms,  the  work  expected  of 


386  ACCOUNTING  REPORTS  IN  MANAGEMENT        [Ch.  22 


E 

p 


-8 


(A 


CO 


u 
w 

Q 


M 
(A 


2 


CA 

H 

O 

u 

< 


(A 

o 
U 

H 

U 

o 


n 


C/2 


•I 


C 

(A 


< 


e 
H 


& 


m 


J3 

a 


eS 


& 


U 


C/5  CU  C/3  <  H  C/3  CQ  C/5 


CO 


C 


!-«-c 


n 


*j  f>  «?:a  Q  .ti  .iS  ^  H 


t/3 


g 


c/: 


e2 


Ch.  22] 


BUDGETS 


387 


sales  persons;  in  the  office,  the  work  expected  of  such  per- 
sons as  filing  and  billing  clerks,  typists,  comptometer  oper- 
ators, etc.;   (2)   the  determination  of  the  quantity  of  work 
which  can  be  reasonably  expected  of  the  equipment  involved. 
The  performance  should  be  based  upon  the  volume  of  work 
expected  during  the  budget  period.    The  office  planning,  serv- 
ice planning,  etc.,  should  be  based  upon  the  sales  program. 
There  is  always  some  variation  in  the  quantity  of  work  put 
through  the  administrative  and  executive  offices  that  follows 
the  amount  of  trade  carried  on.    Standards  are  usually  derived 
from  (i)  the  past  averages,  (2)  the  best  work  done,  (3)  from 
"laboratory"  experiments,  or  (4)   from  such  outside  data  as 
may  be  used  to  apply  to  the  given  case. 

A  fair  cost  of  securing  such  services  is  computed  on  the 
basis  of  the  anticipated  physical  tasks  and  the  standard  expense 
rates  set  for  the  tasks.  Variations  from  the  standard  are 
noted  together  with  causes  therefor. 

The  Financial  Budget—The  financial  budget  is  the  central 
budget  for  which  all  planning  is  done.  All  budgets  covering 
the  control  of  physical  quotas  of  goods  and  workers,  contribute 
their  information  to  the  financial  department  in  order  that  the 
demand  for  and  supply  of  cash  may  be  available  for  handling 
the  various  elements  requiring  financing.  Without  adequate 
finances,  provided  at  the  time  they  are  needed,  successful  oper- 
ations are  impossible.  Therefore,  in  order  to  secure  the  ready 
cash  for  meeting  all  obligations  when  they  fall  due,  a  separate 
budget  is  needed  in  most  business  concerns,  for  the  purpose 
of  correlating  cash  receipts  and  disbursements. 

Cash  may  be  considered  in  the  same  light  as  any  other 
commodity  or  service  requiring  planning.  Just  as  it  is  neces- 
sary to  plan  ahead  for  materials  and  labor  quotas  to  meet  a 
definite  production  program,  so  it  is  necessary  to  plan  ahead 
for  the  dollar  quotas,  with  which  to  meet  a  definite  financial 
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program.  The  financial  budget  is  the  vehicle  for  synchronizing 
income  of  funds  with  the  outgo  of  funds. 

Financial  Budget  Not  an  Accounting  Standard Since 

the  financial  budget  essentially  is  a  device  for  correlating  cash 
receipts  and  disbursements,  it  does  not  form  an  expense  stand- 
ard. The  physical  accompaniment  of  this  budget  is  cash  or 
credit,  which  stands  in  the  place  of  the  goods  and  manpower 
controlled  in  the  operating  and  sales  budgets.  Since  it  reflects 
merely  the  planning  for  the  handling  of  cash,  it  contains  no 
element  of  cost.  Standard  cash  receipts  compared  with  the 
actual  receipts,  reveals  no  expense  above  or  below  standard. 
Shortage  of  cash  realized  from  all  sources  is  not  an  expense 
of  that  amount. 

The  financial  budget,  then,  is  largely  a  facilitating  device 
and  not  an  efficiency  measuring  device,  in  the  sense  that  it  does 
not  measure  the  efficiency  of  the  operation  of  physical  or  per- 
sonnel factors  as  elements  of  business  cost.  It  is  included  in 
the  general  discussion  of  control  mechanics,  not  for  its  standard 
and  record  function  over  revenue  and  expense,  but  because 
of  its  immediate  control  over  cash  quotas  required  in  a  general 
budget  plan,  and  its  supervision  over  the  important  element 
of  credits  and  financial  operations.  It  does  not  come  under 
the  classification  of  accounting  functions  as  such,  but  under 
the  control  functions  of  comptrollership.  The  financial  budget 
has  a  standard  function,  however,  in  the  fact  that  it  checks 
the  work  of  finance  planning  as  such.  Since  it  represents 
the  summarization  of  all  budgets  from  the  cash  aspect,  it  shows 
how  successful  has  been  the  preplanning  of  money  income 
and  outgo. 

The  financial  budget  exercises  an  indirect  control  upon 
expenses  through  the  previous  setting  of  cost  limits  upon 
various  activities.  Where  the  cash  planning  goes  along  with 
the  prefiguring  of  costs,  there  is  a  double  inhibition  placed  upon 
the  increasing  of  expenses.    First,  the  standard,  which  was  set 
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in  advance,  is  exceeded;  and  second,  additional  cash  must  be 
raised  by  the  financial  manager.  Thus  two  control  functions 
are  encountered,  costs  and  finance.  This  implies  that  stand- 
ards may  be  wrong  and  may  require  revision,  thus  indicating 
that  flexibility  is  one  of  the  characteristics  of  standardization 
and  budgetary  work. 

Some  concerns  place  the  actual  cash  at  the  disposal  of  active 
departmental  heads,  with  the  understanding  that  the  funds  thus 
provided  shall  be  the  outside  figure  available  for  securing  the 
services,  materials,  supplies,  etc.,  required  to  produce  a  certain 
agreed  upon  result. 

Cash  Budget  Includes  All  Financial  Operations— The 
financial  budget  covers  all  of  the  responsibilities  of  the  finan- 
cial manager.  It  involves  financial  planning  for  the  capital 
assets,  the  working  assets,  and  all  expense  funds.  It  covers 
the  planning  for  the  redemption  of  all  types  of  debts,  the 
redemption  of  stock,  the  financing  of  repairs,  replacements. 
and  betterments. 

In  a  former  chapter^  the  financial  laws  formulated  for  the 
financmg  of  fixed  or  frozen  assets  were  outlined.  It  was  noted 
that  safety  was  found  in  carrying  the  "brick  and  mortar"  assets 
and  also  the  irreducible  working  capital  fund  only  on  lia- 
bilities havmg  a  remote  maturity.  These  sources,  it  was  noted, 
may  include  any  or  all  of  the  following:  stocks,  bonds,  mort- 
gages, long-term  notes,  valuation  reserves,  surplus  and  sur- 
plus reserves. 

th./l  J'  '"'P^^f  e  that  the  planning  be  done  in  such  a  way 
that  the  financial  manager  should  have  complete  knowledge  of 
the  physical  plant  requirements,  also  the  preplanned  profits 

he  shTuldT  "'°"  "'?  '"'^""""^  "'^y  ■"  fi"«"-<l-  Also 
that  m^^  iT  '"  T^  *'  '^^""'^  ^'""'^'^^  requirements, 

PalTr  r      ^'  ^  ~''  °*  ^^"""S  '^^P't^'-    Dividend 

payments  normally  come  from  working  capital.     If  the  oper- 

'  See  Chapter  III, 


^ 


r 


I 


I 

h 


I 


390  ACCOUNTING  REPORTS  IN  MANAGEMENT        [Ch.  22 

ations  of  the  business  and  the  financing  of  new  or  replaced 
assets  leave  insufficient  liquid  assets  with  which  to  pay  divi- 
dends, some  additional  financing  must  be  planned,  if  the  work- 
ing capital  is  not  to  be  depleted  upon  their  payment.  Profits 
and  all  types  of  reserves,  except  special  "covered"  reserves,® 
are  not  normally  classified  as  sources  of  funds  for  providing 
new  assets  or  for  the  reduction  of  debts.  They  are  not  usually 
taken  into  account  in  the  budget;  yet  they  form  important 
elements  to  be  considered  over  long  periods  of  time  as  a  part 
of  the  source  of  funds,  along  with  the  permanent  investments. 

Sources  of  Cash  Income — Since  the  major  work  in  finan- 
cial budgeting  covers  the  planning  for  current  operations,  the 
greater  emphasis  is  usually  placed  upon  the  analysis  of  the 
money  receipts  and  payments  involved  in  the  purchasing, 
processing,  and  selling  of  goods. 

What  are  the  sources  of  cash  in  a  going  concern,  and  when 
are  they  available  for  use  ?  That  is  the  first  question  involved 
in  the  making  of  the  cash  receipts  budget. 

The  primary  sources  of  cash  income  are  (see  Figure  58)  : 
(i)  collections  from  customers;  (2)  collections  from  cus- 
tomers' and  other  notes;  (3)  receipts  from  the  discounting  of 
customers*  and  other  notes;  (4)  notes  sold,  through  note 
brokers;  (5)  remittances  from  branches;  and  (6)  receipts 
from  the  sale  of  securities  held  as  secondary  cash  reserves. 

The  secondary  sources  are :  ( i )  collections  from  customers 
whose  accounts  have  been  charged  to  profit  and  loss;  (2)  cash 
from  overpayments  made  to  creditors;  (3)  interest  on  bonds, 
notes,  dividends  on  stock  held  for  investment  purposes;  (4) 
extraneous  activities  such  as  rent  on  workmen's  houses,  sales 
of  food  in  restaurants,  sub-leases,  insurance  rebates,  etc. ;  and 
(5)  sale  of  assets. 

The  amount  of  monthly  receipts  can  be  ascertained  from 
the  sales  program  which  forecasts  the  cash  and  account  sales 

•See  Chapter  IV. 
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for  each  month  of  the  year.  Sales  and  credit  terms  data  can 
be  secured  from  past  records.  The  data  on  the  collections  from 
the  account  sales  can  be  computed  from  the  lag  in  collections 
from  past  sales.®  The  rate  of  payment  on  the  accounts  depends 
upon  whether  or  not  there  are  pronounced  seasonal  or  cyclical 
sales,  and  the  general  conditions  of  credit  and  business  in  the 
various  territories  served,  for  the  period  covered  by  the  budget 
forecast.  Note  should  be  made  of  the  customers  taking  cash 
discounts;  also  the  factors  of  bad  debts,  rebates,  allowances, 
returns,  freight  charges  to  customers  upon  which  deductions 
are  made. 

Special  receipts  from  extraneous  sources  can  be  forecast 
with  a  limited  degree  of  certainty.  Those  from  regular  com- 
pany activities,  such  as  rentals  from  workers,  sales  of  minor 
service,  fees,  etc.,  can  be  based  upon  records  of  the  past,  modi- 
fied by  conditions  affecting  these  activities  in  the  future. 
Receipts  from  investments  can  be  calculated  with  greater  cer- 
tainty. Coupons  and  interest  income  are  based  upon  the 
amount  of  securities  owned,  with  deductions  for  sales,  and 
additions  for  new  investments  bought.  No  accruals  are  in- 
cluded in  this  income,  as  only  the  cash  secured  from  matured 
coupons  is  available.  The  usual  form  for  showing  the  cash 
receipts  budget  is  shown  in  Figure  58. 

Cash  Disbursements  Budget—The  cash  disbursements 
budget  contains  a  listing  of  all  major  activities  in  which  the 
business  is  engaged.  A  list  of  these  by  functions  will  show 
the  following  classification :  ( i )  commitments  and  current  out- 
lay involving  the  purchases  of  goods  bought  for  resale;  (2) 
commitments  and  current  outlay  involving  the  production 
budget;  (3)  commitments  and  current  outlay  for  buildings, 
furniture,  fixtures,  machinery,  etc.;  (4)  commitments  and  cur^ 
remoutlay  for  all  expenses  such  as  selling,  advertising,  man- 

quenciVr  inH  ♦T^^'^  °^  computing  the  legitimate  lag,  the  normal  delin- 
XIlT  and  XIV      ""^^'^^^  *^'  ""^  ^''''""''  receivable,   see   Chapters  XII, 
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agement  and  administration,  general  overhead  and  finance; 
and  (5)  commitments  and  current  outlay  for  company  activ- 
ities such  as  welfare  work,  expenses  involved  in  the  sale  of 
outside  service,  restaurants,  gymnasium,  etc. 


Cash  at  Beginning  of  Period 

Total  Receipts  by  Departments '.  .[ 

Total  Disbursements  by  Departments 

Cash  Shortage 

Bank  Loans !.!... 

Discount  Customers'  Notes 

Sale  of  Securities [ 

Renewals  Bank  Loans . 


Figure  59.    Summary  of  Cash  Receipts  and  Disbureements 

The  making  of  bank  loans,  the  selling  of  securities  to 
replenish  the  cash  reserves,  the  rediscounting  of  customers- 
notes,  are  all  timed  in  such  a  way  as  to  fill  in  the  cash  income 
not  supplied  by  the  normal  receipts  in  their  season.''  The 
super-cash  budget  is  shown  in  Figure  59. 

loan:^IVf'anci^tf'cu";2'mas*ets*a^^^^^^ 

Budgetary  Control,  Chapters  XIX  ^dXX.^'"  ^'^^    ^'^  ^'^  McKinsey. 
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PROBLEMS 


PROBLEM  I 

Rex  Baking  Company 

.Please  read  the  complete  instructions  before  beginning  work. 

I.  Objects 

The  primary  purpose  of  the  laboratory  exercises  is  the  develop- 
ment of  an  understanding  of  the  principles  and  technique  involved 
in  the  construction  of  financial  and  operating  standards  that  may  be 
used  by  management  in  locating  the  ultimate  causes  of  internal  busi- 
ness problems.  The  viewpoint  in  approaching  the  problem  of  business 
control  is  that  of  the  comptroller,  who,  as  a  staff  member,  is  charged 
with  the  duty  of  securing  all  of  the  critical  statistical  information  rela- 
tive to  the  trends  in  internal  financial  and  operating  conditions.  The 
approach  to  an  analysis  of  these  problems  is  made  from  a  study  of  the 
accounting  statements.  It  is  assumed  that  no  accounting  standards 
exist  in  the  plant,  the  office,  the  selling,  or  the  finance  departments. 
The  "fiscal"  and  comparative  statements  should  be  critically  examined 
in  order  to  ascertain  from  them  where  troubles  are  originating. 

These  financial  statements  should  be  viewed  as  statistical  indices 
that  give  a  "research  orientation"  into  the  various  fields  that  supply 
the  dynamics  of  income  and  cost  variations.  This  important  function 
of  statement  analysis  should  not  be  overlooked;  likewise  the  limita- 
tions inherent  in  the  process.  Orientation  is  essential ;  however,  the 
process  of  sustained  research  effort  to  the  point  of  locating  the  ulti- 
mite  source  of  business  ailments  is  the  real  responsibility  of  the 
financial  statistician. 

The  comptroller,  whose  position  the  student  is  asked  to  take,  should 
use  his  analyzed  statements  as  starting  points  in  the  search  for  the 
effective  causes  of  net  income  variation  and  financial  structural 
alterations. 
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(A)  Make  out  a  complete  set  of  accounting  reports  for  the  years 
1927  and  1928.  Such  reports  as  you  think  necessary  for  full  presen- 
tation of  data  should  be  prepared.  Suggested  statements  may  be  found 
in  the  text. 

(B)  Make  a  written  report  to  the  general  manager,  or  board  of 
directors,  covering  the  trends  of  financial  and  operating  factors,  from 
1927  to  1928.  This  report  should  be  brief,  to  the  point,  and  cover 
only  those  factors  that  should  receive  the  attention  of  management. 
The  favorable  as  well  as  the  unfavorable  condition  should  be  featured. 

(C)  In  order  to  properly  functionalize  the  reports  and  to  show 
individual  responsibilities,  it  is  further  suggested  that  separate  sched- 
ules be  prepared  covering  the  activities  of  the  functional  officers. 

1.  The  production  superintendent  has  full  control  over  production, 
which  include  (a)  the  buying  of  raw  materials,  supplies,  etc.;  (b) 
charge  over  the  factory  personnel ;  and  (c)  authority  over  production 
procedures.  In  order  to  secure  a  more  thorough  check  on  the  causes 
for  changes  in  the  manufacturing  costs,  make  out  a  unit  report  for 
the  years  1927  and  1928.  The  works  manager  informs  you  that  "the 
number  of  finished  units  manufactured  and  delivered  to  the  finished 
goods  warehouse"  for  the  two  years  were  as  follows:  1927,  410,436; 
1928,  451,200. 

Lacking  other  standards  from  which  to  measure  the  efficiency  of 
current  operations,  1927  reports  may  be  taken  as  standard  for 
comparison. 

A  part  of  the  general  report  covering  the  production  superintend- 
ent's work  should  be  devoted  to  a  brief  statement  of  the  ultimate 
factors  of  cost  variations  that  lie  beyond  the  scope  of  the  compar- 
ative statements.  Include  such  factors  as  are  reducible  to  statistical 
terms,  but  upon  which  you  are  unable  to  report  because  of  the  "insuffi- 
ciency of  the  machinery  of  accounting  measurements  at  hand.  Sug- 
gest such  changes  in  the  measuring  plan  in  your  report  as  you  deem 
necessary  to  more  fully  analyze  and  control  these  factors. 

2.  The  sales  manager  has  charge  of  the  sales  procedures,  which 
include  (a)  the  acquiring  of  sales  volume;  (b)  the  pricing  of  goods; 
and  (c)  the  selling  expense  budget.  The  same  general  reporting 
procedure  should  be  used  as  was  followed  in  the  case  of  the  produc- 
tion superintendent  report.  The  same  type  of  supplementary  report 
should  be  made  covering  the  ultimate  factors  that  furnish  the  dynamics 
of  income  and  expense  variation  in  the  selling  field. 

3.  The  office  manager  has  charge  of  all  administrative  budget  costs. 
Use  the  classification  of  accounts  suggested  in  the  problem  for  this 


group  of  expenses,  and  make  the  same  type  of  report  as  outlined 
above. 

4.  The  credit  manager  has  charge  of  credit  extensions.  Determine 
as  far  as  possible  from  the  statements  the  condition  of  the  trade 
accounts,  as  to— (a)  their  relative  age;  (b)  the  tendency  to  over- 
accumulation;  (c)  the  approximate  amount  of  delinquent  accounts* 
and  (d)  the  ratio  of  bad  debts  (amount  charged  to  profit  and  loss 
for  reserve  purposes)  compared  to  net  sales.  (The  credit  terms  for 
the  two  years  were  i%/io,  n/30.) 

Make  such  suggestions  as  you  think  appropriate  for  deriving  internal 
standards  for— (a)  measuring  the  efficiency  of  the  operations  of 
the  credit  department  as  a  whole;  (b)  measuring  credit  risks  to 
customers. 

5.  The  finance  manager^  has  charge  of  all   financial   operations 
His  chief  stewardship  is  the  safety  of  the  investment,  that  is,  the  pro- 
t«:tion  of  the  corporate  estate  for  all  equity  holders.     The  ordering 
of  financial  matters  that  make  for  the  solvency  of  the  firm  is  his  respon- 
sibility.    His  activities  are   shown  partly   in   the  balance  sheet  and 
partly  in  the  operating  statements.     In  moderate-sized  concerns  such 
as  this,  he  virtually  acts  as  comptroller.     On  the  operating  side  he  is 
directly  responsible  for  the  costs  of  borrowed  capital ;  in  some  cases 
collection  costs  and  discounts.     He  is  credited  with  financial  income' 
He   occupies   joint   territory   with   the   production   superintendent   in 
financing  all  inventories;  and  with  the  credit  manager  in  financing 
credit  extensions.     The  finance  department  has  charge  of  the  initial 
and  subsequent  financing  of  the  physical  properties  and  the  "funded 
working  capital,    through  long-term  financing.    Report  on  the  adequacy 
wi!  ,     T  ^  working  capital  in  1928.     (See  Chapters  XHI  and  XIV  ) 
Wholesale  credit  is  3%/i5,  n/45.     Note  the  sales  discounts  and  the 
purchase  discounts  taken. 

6.  The  chief  accountant  has  charge  of  all  accounting  procedure 
chanT"     on   any  accounting   practice   that   would   be   benefited   by 

Rev  rI-^"  approaching  an  analysis  of  the  operating  problems  of  the 
Kex  Baking  Company,  it  is  suggested  that : 

I.  The  first  year  be  used  as  standard,  as  suggested  previously. 

DoiM  JnVTl-"  ^^,I^^7^^«"  i"  "et  profits  should  be  used  as  a  starting 
pointy  isolating  the  elements  that  have  changed.     This  report  will 

financfalXdf  inXndTnX^fT^^  °"  ^^V^?^  ^"^"^^^^  P^^^i^^  and 
this  Dlan  fll  fiJo     -^  ^  ^^  *"^  ^^^^^  o^  the  finance  manager.     Under 

counts    bad   H-ht?''-^  '^''"^'^  ^  '^^'^^^  ^''^  ^"*^^^^*  and  dis- 

financial  in  natuJe.         "'''''"   '°''''    ^"^   '^""'^   ^^^"^^    ^hat    are    primarily 
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give  orientation  to  the  field  of  sales,  (price  and  volume)  costs,  selling, 
administrative,  and  financial  expenses,  where  study  should  then  be 
made  of  the  factors,  revealed  in  the  statements,  that  have  resulted  in 
the  changes  in  costs  and  expenses.  Observe  carefully  the  change  in 
unit  production  costs  for  1928,  and  the  effect  upon  profits. 

3.  The  third  step  consists  in  outlining  the  secondary  statistical 
sources  of  sales  and  cost  variations,  previously  outlined,  that  lie  beyond 
the  accounting  ledgers,  but  which  should  be  isolated  and  measured  if 
complete  control,  from  a  statistical  accounting  standpoint,  is  desired.* 

Rex  Baking  Company 
Trial  Balance— December  31,  1927 

1.  Capital  Stock— Common $100,000.00 

2.  Treasury  Stock — Common $    S ,000.00 

3.  Capital  Stock— Preferred  6% 50,000.00 

4.  Unsubscribed  Stock — Preferred i ,000.00 

5.  Surplus 22,629.40 

6.  Land 27,000.00 

7.  Factory  Buildings 78,000.00 

8.  Res.  for  Depreciation  of  Factory  Building.  19,900.00 

9.  Machinery 55,080.00 

10.  Res.  for  Depreciation  of  Machinery 21 ,  168 .  00 

11.  Tools 5,800.00 

12.  Office  Equipment 3»74900 

13.  Res.  for  Depreciation  of  Office  Equip i  ,094  00 

14.  GoodwiU 7»S«>oo 

15.  Bonds  (Investments)  7% 13 ,000.00 

16.  Bonds  Payable  6>^% 70,000.00 

17.  Raw  Materials  Inventory,  Jan.  i,  1927 —       12,655.00 

18.  Goods  in  Process,  Jan.  i,  1927 8,324.00 

19.  Finished  Goods,  Jan.  i,  1927 16,000.00 

20.  Notes  Receivable 12 ,450.00 

21.  Notes  Receivable  Discounted 3 » 7^© .  00 

22.  Accounts  Receivable 54,729.80 

23.  Reserve  for  Bad  Debts 378. 00 

24.  Cash  in  Bank 36,429.00 

25.  Petty  Cash 200.00 

26.  Accounts  Payable 8,429. 25 

27.  Notes  Payable 7 ,836.00 

28.  Bank  Loans 8,740.00 

29.  Sales 260,817 .00 

30.  Sales  Returns  and  Allowances i ,  178 .  00 

31.  Purchases — Raw  Materiab 79,325 .00 

32.  Purchase  Returns 2,749.00 

33.  Freight-In — Raw  Materials 2 ,348 .  00 

34.  Direct  Labor 81 ,329.00 

35.  Indirect  Labor iS»ii7oo 

*  See  Chapters  XV  to  XX,  inclusive. 
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36.  Heat,  Light,  and  Power $    9,381 .00 

37.  Repairs  to  Factory  Buildings 345 .00 

38.  Waste  Materials — Breakage 734 .  00 

39.  Taxes i  ,046 .  00 

40.  Insurance i ,850.00 

41.  Factory  Supplies  Purchased 2 ,431 .  85 

42.  Miscellaneous  Factory  Expenses 3 ,876 .00 

43.  Advertising 6,284.00 

44.  Salesmen's  Salaries n ^  140.00 

45.  Salesmen's  Traveling  Expenses 6,843 .00 

46.  Miscellaneous  Selling  Expenses i  ,259.00 

47.  Office  Salaries 4 ,  756 .  00 

48.  Officers'  Salaries 6, 500.00 

49.  Stationery  and  Printing 902 .00 

50.  Office  Supplies 370.00 

51.  Telephone  and  Telegraph 218.00 

52.  Miscellaneous  General  Expenses 397.00 

53.  Interest  on  Bonds  Payable 2 ,  275 .  00 

54.  Interest  on  Notes  Payable 953 .  00 

55.  Interest  on  Notes  Receivable $        398 .  00 

56.  Discount  on  Purchases i ,  277 .  00 

57.  Interest  on  Bonds '455 .00 

58.  Sales  Discounts i ,876.00 

59.  Bad  Debts 

60.  Depreciation 

^579,650.65    $579,650.65 


Rex  Baking  Company 

Adjustments — ^December  31,  1927 

Insurance  Deferred (40)  $      675.00 

Office  Supplies  Unused (50)  78  00 

Accrued  Taxes (39)  540^00 

a""""!^  ?'j;^^  H^u (34)  1,953.00 

Accrued  Indirect  Labor (35)  j  ^--  qq 

Accrued  Interest  Notes  Payable .*.'.'  (54)  '198  00 

Accrued  Interest  Bonds  Payable (53)  2  27?  00 

Accrued  Power  Costs (36)  '843  00 

Accrued  Interest  Bonds (57)  acc  00 

Accrued  Interest  Receivable (cc)  17c  00 

Reserve  for  Bad  Debts  (add) (23)  1,122.00 

Depreciation: 

Factory  Buildings a,% 

Machinery g(y 

J2*^  V,'  • : ^i »35o  to  be  written  off 

Uince  Equipment 10% 
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Inventories: 

Raw  Materials (17)  $14, 743  00 

Goods  in  Process  ♦ (18)      8,572.00 

Finished  Goods (19)     18,275.00 

Factory  Supplies (41)       i , 296.00 

Divide  Insurance  and  Taxes  90%  to  Manufacturing  and 

10%  to  Selling  Expenses. 
No  dividends  were  paid  on  Common  Stock.    The  regular 

6%  was  paid  on  Preferred  Stock,  Dec.  15,   1927. 

Land  was  written  up  $9,427.40. 


♦Goods  in  Process  Inventory,  Dec.  31,  19271 
consisted  of: 

(a)  Raw  Materials $3> 347 

(b)  Labor 2.745 

(c)  Burden 2. 580 

$8,572 


The  Goods  in  Process  Inventory,  Jan.  i,  1927, 
consisted  of: 

(a)  Raw  Materials $3.  I43 

(b)  Ubor 2.896 

(c)  Burden 2.285 

$8,324 


Required : 

Working  Sheet 

Exhibit  A.    The  Balance  Sheet  for  1927,  with  analysis  showing: 

1.  Per  cent  of  each  reserve  to  its  related  asset  account. 

2.  Per  cent  of  each  fixed  asset  to  total  fixed  assets. 

3.  Per  cent  of  each  current  asset  to  total  current  assets,  and 

similarly  with  all  groups. 

4.  Per  cent  of  each  group  of  assets  to  total  assets,  and  similarly 

with  liabilities. 

5.  Supporting  schedules  and  per  cent  of  each  item  to  respective 

totals. 

6.  Analysis  of  surplus. 

Exhibit   B.     The    Profit   and   Loss    Statement,   and   supporting 
schedules : 

1.  Profit  and  Loss  Statement,  with  analysis  showing:   per  cent 

of  group  expenses  to  net  sales. 

2.  Schedule  of  Selling  Expenses,  with  analysis  showing:    (a) 

per  cent  of  each  item  to  total  selling  expense;  (b)  per  cent 
of  each  item  to  net  sales. 

3.  Schedule  of  General  Expenses,  with  analysis  showing:    (a) 

per  cent  of  each  item  to  total  general  expense;   (b)  per 
cent  of  each  item  to  net  sales. 

4.  Schedule  of  financial  management  expenses  and  income  with 

analysis  showing:    (a)  per  cent  of  each  item  to  financial 
expense  or  income;  (b)  per  cent  of  each  item  to  net  sales. 

Exhibit  C.    The  Statement  of  Cost  of  Goods  Manufactured,  and 
supporting  schedules: 
I.  Statement  of  Cost  of  Goods  Manufactured  (with  goods  in 


2. 


process  distributed),  with  analysis  showing:    per  cent  of 

each  item  to  total  manufacturing  costs. 
Schedule  of  Overhead  Expenses  with  analysis  showing:    (a) 

per  cent  of  each  item  to  total  overhead  expenses;  (b)  per 

cent  of  each  item  to  total  manufacturing  costs. 
Unit  cost  and  cost  of  sales  report,  showing  materials,  labor, 

and  burden  costs  per  unit  of  output  manufactured.     Also 

shows  the  unit  cost  of  selling,  administration  and  finance. 

(The  cost  of  the  initial  inventory  of  1927  was  the  same  as 

the  current  cost.) 


Miscellaneous  Ratios  and  Per  Cents 

(A)  Profit  Ratios: 

1.  Ratio  of  profits  to  total  capital  employed. 

2.  Rate  of  earnings  on  common  stock. 

(B)  Working  Capital: 

I.  Statement  of  working  capital,  and  ratio  of  current  assets 
to  current  liabilities. 

(C)  Turnovers: 

1.  Turnover  of  finished  goods. 

2.  Turnover  of  total  inventories. 

3.  Turnover  of  current  assets. 

(D)  Analysis  of  Accounts  Receivable: 

1.  Credit  terms    i%/io,  n/30.     What  per  cent  of  sales 

remain  uncollected  ? 

2.  On  the  basis  of  the  average  monthly  sales,  assuming 

them  to  be  uniform  throughout  the  year,  what  is  the 
amount  of  delinquent  collections,  and'  the  average  age 
of  the  undiscounted  accounts?     (See  note  below) 

3.  Ratio  of  bad  debts  to  sales. 

(E)  Analysis  of  Accounts  Payable: 

I.  Per  cent  of  purchases  unpaid.     Terms  3/15,  n/4S 

n7^    A    ^i  ■^^'"  r^^^  °^  accounts  paid  within  the  discount  period. 
{t)  Analysis  of  Raw  Material  Purchases  and  Inventories: 

1.  Per  cent  of  purchases  remaining  in  raw  material  inven- 

tory. 

2.  Per  cent  of  month's  raw  material  requirements  provided 

by  opening  inventory. 
(G)  Analysis  of  Cost  to  Manufacture: 

1.  Ratio  of  cost  of  goods  manufactured  to  closing  inven- 

tory of  finished  goods. 

2.  Per   cent   of   month's   sales   requirements   provided  by 

openmg  inventory  of  finished  goods. 

3.  Distribution  of  manufacturing  cost  among:    goods  in 

process  at  end  of  period;  finished  goods  at  end  of 
period;  goods  sold  during  the  period. 


402 


ACCOUNTING  REPORTS  IN  MANAGEMENT 


(H)  The  ratio  of  the  inside  or  owner's  equity  to  total  liabilities. 
(I)    The  ratio  of  sales  to  fixed  assets,  i.e.,  plant,  and  to  the  total 
capital  employed. 

(Note  the  sales  discount  taken  compared  with  the  possible  dis- 
counts, also  the  fact  that  the  discount  has  not  expired  on  sales  from 
December  22  to  December  31,  inclusive.) 

PROBLEM  a 
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Rex  Baking  Company 

Trial  Balance— December  31,  1928 

Capital  Stock — Common 

Treasury  Stock— Common $5,000.00 

Capital  Stock— Preferred  6% 

Surplus 

Land 37,000.00 

Factory  Buildings 90,000.00 

Res.    for    Depreciation    of    Factory 

Building 

Machinery ; 56,080.00 

Res.  for  Depreciation  of  Machinery — 

Tools 6,450.00 

Office  Equipment ,-  •  •        3»74900 

Res.  for  Depreciation  of  Office  Equip- 
ment   

Goodwill 6,500.00 

Bonds  (Investments)  7% 13,000.00 

Bonds  Payable  6}4% 

Raw  Materials  Inventory,  Jan.  i 14 » 743  00 

Goods  in  Process  Inventory,  Jan.  i  —        8, 572. 00 

Finished  Goods  Inventory,  Jan.  i 18,275 .00 

Notes  Receivable 10, 540.00 

Notes  Receivable  Discounted 

Accounts  Receivable 53 ,50400 

Reserve  for  Bad  Debts 

Cash  in  Bank 31 ,77955 

Petty  Cash 200.00 

Accounts  Payable 

Notes  Payable 

Bank  Loans 

Sales 

Sales  Returns  and  Allowances 3 ,  253  00 

Purchases— Raw  Materials 89,750.00 

,  Purchases — Returns 

,  Freight-In— Raw  Materials 2 ,678 .00 

.  Direct  Labor 99,593  00 

.  Indirect  Labor 17,628.00 

.  Heat,  Light,  and  Power 10, 543  00 


$100,000.00 

50,000.00 
34,724.25 


23,020.00 
25,574  40 

1,468.90 
70,000.00 


4,500.00 
500.00 


8,673.00 

8,500.00 

9,550  00 

307,204.00 


1,950.00 
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36.  Repairs  to  Factory  Building $        521 .00 

37.  Waste  Materials — Breakage 2,468.00 

38.  Taxes 1,304.00 

39.  Insurance i ,  750 .  00 

40.  Factory  Supplies  Purchased 2 ,  787 .00 

41.  Miscellaneous  Factory  Expenses 5 ,  103 .  00 

42.  Advertising 12,168.00 

43.  Salesmen's  Salaries 12,450.00 

44.  Salesmen's  Traveling  Expenses 10,940.00 

45.  Miscellaneous  Selling  Expenses i ,  133 .00 

46.  Office  Salaries 4 ,  850 .  00 

47.  Officers'  Salaries 6, 500.00 

48.  Stationery  and  Printing 850.00 

49.  Office  Supplies 412 .00 

50.  Telephone  and  Telegraph 225 .00 

51.  Miscellaneous  General  Expenses 3 7 5. 00 

52.  Interest  on  Bonds 2,275.00 

53.  Interest  on  Notes  Payable i ,  231 .  50 

54.  Interest  on  Notes  Receivable 

55.  Discount  on  Purchases 

56.  Interest  on  Bonds  (Investment) 

57.  Sales  Discount i  ,967 .00 


$        643.00 

1,157.00 

682 . 50 


$648,147.05  $648,147.05 


Rex  Baking  Company 
Adjustments— December  31,  1928 

Accrued  Taxes 

Accrued  Interest  on  Bonds 

Accrued  Labor — Direct 

Accrued  Labor — Indirect 

Accrued  Interest  Notes  Payable 

Accrued  Heat,  Light,  and  Power 

Accrued  Interest  Receivable  Bonds .  .   (56)  $      227 .  50 

Accrued  Interest  Receivables (54)  210.00 

Reserve  for  Bad  Debts  (add) (22)      i  ,070.00 

Depreciation: 

Factory  Buildings  4% (7)  3,600.00 

Machinery  8% (9)  4,486.40 

Tools  written  off (lo)  i ,  275 .00 

Office  Equipment  10% (12)  37490 

Inventories: 

Raw  Materials (16)     13,347.00 

Goods  in  Process* (17)     13,264.00 

♦  Goods  in  Process  Inventory,  December  31,  1928,  consisted  of: 

(a)  Raw  Materials $4,369 

<b)  Labor 4.986 

(c)  Burden 3.909 

$13,264 


(38)   $     612.00 

(52)  2,275.00 

(33)  2,140.00 

(34)  1,250.00 

(53)  I 73  00 

(35)  752.00 
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Finished  Goods (i8)  $14,212.00 

Factory  Supplies (40)      i  ,305 .00 

Deferred  Insurance SSO. 00 

Deferred  Office  Supplies 94- 00 

Divide  Insurance  and  Taxes  90%  to 
Manufacturing  and  10%  to  Sell- 
ing Expense. 

On  December   15,   1928,  Dividends 
8%    Common    Stock   $7,600   and 
Dividends    6%    Preferred    Stock 
$3,000  were  paid  in  cash. 

Factory  Building  was  written  up 
$12,000. 

Goodwill  was  written  down  $1,000. 

Required : 

Exhibit  A.     Balance  Sheet,  with  supporting  schedules  together 
with  analysis  showing: 

1.  Per  cent  of  each  reserve  to  its  related  asset  account. 

2.  Per  cent  of  each  current  asset  to  total  current  assets  and  to 

total  assets. 

3.  Per  cent  of  each  fixed  asset  to  total  fixed  assets  and  to  total 

assets. 

4.  Per  cent  of  each  group  of  assets  to  total  assets. 

5.  Per  cent  of  each  liability  to  its  related  group  and  to  total 

liabilities. 

Exhibit  B.  Profit  and  Loss  Statement,  with  supporting  schedules 
together  with  analysis  showing: 

1.  Per  cent  of  total  group  (Selling,  General,  and  Finance)  to 

net  sales. 

2.  Schedule  of  Selling  Expenses,  showing  per  cent  of  each  item 

to  total  selling  expenses  and  also  per  cent  of  each  item 
to  net  sales. 

3.  Schedule  of  General  Expenses,  showing  per  cent  of  each 

item  to  total  general  expenses  and  also  per  cent  of  each 
item  to  net  sales. 

4.  Schedule  of  Financial  Expenses,  showing  per  cent  of  each 

item  to  total  financial  expenses  and  also  per  cent  of  each 
item  to  net  sales. 

Exhibit  C.  Statement  of  Cost  of  Manufactured  Goods  and  Cost 
of  Sales,  with  supporting  schedules,  together  with  analysis 
showing : 

1.  Per  cent  of  each  item  to  total  manufacturing  costs. 

2.  Per  cent  of  each  manufacturing  expense  to  total   factory 

overhead. 
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Exhibit  D.  Comparative  Balance  Sheet,  showing  source  and  utili- 
zation of  funds,  in  structural  form: 

1.  Fixed  asset  financing. 

2.  Working  capital  financing. 

3.  General  trend  of  funds. 

Exhibit  E.  Comparative  Profit  and  Loss  Statement,  showing 
increase  or  decrease  of  items  in  per  cents : 

1.  Per  cent  of  each  item  to  net  sales  of  the  year. 

2.  Causes  for  variation  in  net  profits,  due  to   (a)   change  in 

prices,  (b)  change  in  cost  of  sales,  and  (c)  changes  in  ex- 
penses. 

Exhibit  F.  Comparative  Profit  and  Loss  Statements,  showing 
absolute  changes  in  dollars  and  also  per  cent  of  increase  or 
decrease : 

1.  Profit  and  Loss  Statements,  with  analysis  showing:    (a)  in- 

crease or  decrease  of  each  item  in  dollars;   (b)  per  cent 
of  increase  or  decrease,  based  on  first  year. 

2.  Statement  of  Cost  of  Goods  Manufactured,  with  analysis 

showing:   (a)  increase  or  decrease  of  each  item  in  dollars; 
(b)  per  cent  of  increase  or  decrease,  based  on  first  year! 

3.  Schedules  of  Manufacturing  Expense,  with  analysis  show- 

mg:   (a)    increase  or  decrease  of  each  item  in  dollars; 
(b)  per  cent  of  increase  or  decrease,  based  on  first  year! 

4.  Schedules  of  Selling  Expense,  with  analysis  showing:    (a) 

increase  or  decrease  in  each  item  in  dollars;  (b)  per  cent 
of  increase  or  decrease. 

5.  Schedules  of  General  Expense,  with  analysis  showing:    (a) 

increase  or  decrease  in  each  item  in  dollars;  (b)  per  cent 
of  increase  or  decrease. 

6.  Schedules  of  Financial  Expense  and  Income,  with'  analysis 

showing:  (a)  increase  or  decrease  in  each  item  in  dol- 
lars ;  (b)  per  cet  of  increase  or  decrease. 

7.  Statement   of   manufacturing   costs   with   analysis   showing 

(a)  increase  or  decrease  in  the  per  cent  of  each  cost  item 
to  total  costs,  and  each  burden  item  to  total  burden, 
and  (b)  increase  or  decrease  in  unit  production  costs  and 
unit  cost  of  selling,  administration  and  finance,  the  second 
year  compared  with  the  first. 

Comparison  of  Miscellaneous  Ratios  and  Per  Cents— 
(A)  Profit  Ratios: 

1.  Ratio  of  profits  to  capital,  second  year  compared  with 

first  year. 

2.  Rate  of  earnings  on  common  stock   (preferred  bears 
/i>\  rn  ^%)*  second  year  compared  with  last  year. 

\o)  Turnovers: 
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1.  Turnover  of  finished  goods,  compared  with  first  year. 

2.  Turnover  of  total  inventories,  compared  with  the  first 

year. 

3.  Turnover  of  current  assets,  compared  with  last  year. 

(C)  Analysis  of  Accounts  Receivable: 

1.  Credit  terms   i%/io,  n/30.     What  per  cent  of  sales 

remains  uncollected,  compared  with  last  year? 

2.  On  the  basis  of  the  average  monthly  sales,  assuming 

them  to  be  uniform  throughout  the  year,  what  is  the 
amount  of  delinquent  collections  compared  with  first 
year,  and  their  average  age? 

3.  Ratio  of  bad  debts  to  sales  compared  with  last  year? 

(D)  Analysis  of  Accounts  Payable: 

1.  Per  cent  of  purchases  unpaid.     Terms  3/15,  n/45. 

2.  Per  cent  of  accounts  paid  within  the  discount  period, 

both   compared   with   last   year. 

(E)  Analysis  of  Raw  Material  Purchases  and  Inventories: 

1.  Per  cent  of  purchases  remaining  in  raw  material  inven- 

tory, compared  with  last  year. 

2.  Per  cent  of  month's   raw  material   requirements   pro- 

vided by  opening  inventory,  compared  with  last  year. 

(F)  Analysis  of  Cost  to  Manufacture: 

1.  Ratio  of  cost  of  goods  manufactured  to  closing  inven- 

tory of  finished  goods. 

2.  Per  cent   of   month's   sales   requirements   provided  by 

opening  inventory  of  finished  goods  compared  with 
last  year. 

3.  Distribution  of  manufacturing  costs  among  goods   in 

process  at  end  of  period;  finished  goods  at  end  of 
period;  goods  sold  during  the  period,  compared  with 
last  year. 

(G)  Working  Capital: 

1.  Statement  of  working  capital,  and  ratio  of  current  assets 

to  current  liabilities,  compared  with  last  year. 

2.  Has  the  firm  a  sufficient  amount  of  working  capital? 

Report  under  finance  manager. 

(Note:    Exhibits  A,  B,  and  C  may  be  omitted.) 


PROBLEM  3 

Northwest  Lime  and  Cement   Company 

The  two  series  of  problems,  Nos.  3  and  4,  of  the  Northwest  Lime 
and  Cement  Company,  should  be  worked  together. 


Make  complete  statements  for  both  years.  The  1927  year  is  taken 
as  standard,  for  comparing  the  1928  performance. 

The  objects  of  the  problems  are  the  same  as  those  of  the  Rex 
Baking  Company.  The  procedures  in  making  the  "fiscal"  and  com- 
parative statements  are  identical.  Read  over  the  instructions  for  the 
Rex  Baking  Company  problem  before  proceeding  with  the  Northwest 
Lime  and  Cement  Company. 

Detailed  instructions  for  the  accounting  adjustments,  etc.,  of  the 
Northwest  Lime  and  Cement  Company,  follow  the  trial  balances  for 
1927  and  1928. 

You  are  called  in  to  make  a  study  of  this  firm  in  order  to  ascertain 
the  causes  for  the  decline  in  the  profits  during  the  fiscal  period  end- 
ing December  31,  1928,  and  to  appraise  the  status  of  the  financial 
condition  of  the  firm  as  revealed  in  the  balance  sheet  at  closing  date. 

A  separate  report  should  be  made  covering  the  operations  of  the 
production  superintendent  who  is  charged  with  all  manufacturing 
operations  connected  with  the  production  of  lime.  His  supervision 
covers:  (i)  quarrying  of  the  lime  rock  and  its  transportation  to  the 
kilns;  (2)  the  cooperage  of  the  barrels;  (3)  burning  of  the  rock;  and 
(4)  drawing  of  the  lime  and  filling  of  the  barrels. 

The  works  manager  states  that  there  was  produced  at  the  plant 
the  following  barrels:   1927,  232,558;   1928,  236,307. 

The  sales  price  of  lime  during  these  years  remained  at  the  same 
figure  of  $2  per  barrel  (f.a.s.).  Cement  remained  the  same  figure  of 
$4  per  barrel. 

•  The  sales  manager  has  charge  of  the  usual  sales  operations;  the 
general  administrative  or  office  manager,  the  office  and  general  ex- 
penses; the  finance  manager,  the  general  finances  of  the  firm  (see 
instructions  in  the  Rex  Baking  Company  for  an  alternative  report  on 
the  finance  manager). 

The  lime  is  sold  f.a.s.  plant  dock.  It  imports  and  sells  a  side  line 
of  cement  which  is  jobbed  on  a  very  attractive  basis.  In  addition 
It  handles  a  miscellaneous  line  of  building  materials  on  a  commission 
basis. 

The  company  owns  its  (i)  workmen's  houses,  (2)  a  hotel,  (3)  a 
commissary  for  supplying  the  company's  needs  as  well  as  the  workers' 
families,  (4)  a  farm  which  is  operated  to  supply  produce  for  the 
commissary  and  the  community.  The  costs  and  income  from  the  above 
activities,  including  the  commissions  on  building  materials,  should  be 
reported  as  Extraneous  Expense  and  Income  in  the  profit  and  loss 
statement. 


408  ACCOUNTING  REPORTS  IN  MANAGEMENT 

are1ar!i^M°'fr*'''  '''■"'•,  '^'  """"*  ''"'^  '^'  '>""<''"«  materials- 


Northwest  Lime  and  Cement  Company 
Trial  Balance— December  31,  1927 

3. De^eryEquipn^ent;;;;;;;;;;;;;  ^^^^ 

5.  Machine^.'  .*.'.'; r  J'I?^°° 

6.  Furniture  and  Fixtures*;:  .* .' ." .' tVHc^ 

7.  Patents ",04500 

8.  Goodwill 3,000.00 

9.  Dividends  (Preferred  Stock),'Dec*  *  5,ooo.oo 

I,  1927 

10.  Bond  Interest *  * '  ^  ^ 

11.  Freight-In I'5      °° 

12.  Freight-Out .'.'.*.'.*  .'.*." .' 0,520.50 

13.  Securities  (Temporary)  .* .' .'  .*  .* .'.'.""  jq  .^  ^ 

14.  Catalogues,  Pamphlets 2'^'^ 

15.  Collection  Expend V^^ 

16.  Extraneous  Loss  (Suspense) 10  «7e  *^ 

17.  Outdoor  Advertising.*^^  .  / VJJ.?^ 

18.  General  Advertising  ....    ci^'^ 

19.  Donations 5, 500.00 

20.  Entertainment  of  Customers'.'.' .  "  "  o^'^ 

21.  Industrial  Insurance.  .  .                 '  *  ,  Jr  ^ 

22.  Rent  Workmen's  Houses.   '  >305  •  00 

23.  Mamtenance  Workmen's  Hous^'. ! .'  ,  i6a  oa 

24.  Bonus  Direct  Labor 2  ^  c«  ^ 

25.  Watchman's  Wages                2 ,350 . 00 

26.  Credit  Report  Expenses*.'.*.'.' ,tt ^ 

27.  Transportation  Claims '  "  '  a  «« "  ^ 

28.  Laboratory  Expenses. . .         2  coo'A^ 

29.  Accounting  Department  ....*.'.'.'"'  2  '000 " «^ 

30.  Legal  Expenses ^^^ 

31.  Bad  Debts  CoUected. . .  ^^'^^ 

32.  Delivery  Expenses r  oAf  ^^ 

33.  Insurance '«*'  '^^ 

34.  PettyCash ;.' 2,890.67 

35.  Due  Consignors. .  .  .*.*.*           ^°°® 

36.  Materials  Lime  Inventory,  Tan   i 

1927 * 

37.  Finished  Goods', *Lim'e  Inventory', *  ^^^''^^'^^ 

Jan.  I,  1927 ,«,#:<, 

38.  Trade  Debtor rll'l.     't 

39.  Notes  Receivable     128, 223 .  28 

40.  Notes  Receivable  Discounted 'OiS^o.oo 


$    7,200.00 
I 1854. 00 


4,375  00 


476.34 


4,174  60 


5,439  82 
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41. 

42. 

43. 
44. 

45- 
46. 

47. 
48. 

49. 
SO. 
SI- 
S2. 
S3. 
S4. 
S5- 
56. 
S7. 
S8. 
59. 
60. 

61. 
62. 

63. 

64. 

65. 
66. 

67. 
68. 
69. 
70. 

71. 
72. 

73. 

74. 

75. 
76. 

77. 

78. 

79. 
80. 

81. 

83. 

83. 

84. 

8S. 
86. 


Raw  Materials  Quarried  and  Pur- 
chases  $    231,742.78 

Sales — Lime  Products 

Sales — Cement 

Returned  Sales — ^Lime 2 , 1 25 .  83 

Returned  Sales — Cement i ,  749 .  81 

Raw  Materials  Returned , 

Cement  Bags  Returned 

Cooperage  Supplies 8,876.41 

Direct  Labor 74,329.88 

Indirect  Labor 15,876.40 

Foremen's  Wages 4, 100.00 

Light  and  Power  Department 8,376.40 

Miscellaneous  Factory  Expenses ...  181 .  17 

Accounts  Payable 

Office  Expenses i  ,623 .44 

Warehouse  Labor  (Finished  Goods).  329 .  74 

Repairs  to  Machinery i  ,922 .  45 

Repairs  to  Buildings 2 ,  271 .  64 

Drawings  and  Patterns 8,374. 25 

Res.  for  Depreciation  of  Buildings. 

Res.  for  Depreciation  of  Machinery. 

Res.  for  Depreciation  of  Delivery 
Equipment 

Res.  for  Depreciation  of  Furniture 
and  Fixtures 

Res.  for  Depreciation  of  Patents . . 

Res.  for  Bond  Sinking  Fund 

Res.  for  Contingencies 

Interest  Income 

Interest  Cost 8,372.89 

Salesmen's  Salaries 9,832 .  17 

Salesmen's  Commissions 10, 743 . 92 

Reserve  Bad  Debts 

Discount  on  Sales 7 ,431 .  86 

Discount  on  Purchases 

Office  Salaries 6,439.80 

Capital  Stock — Preferred  6% 

Capital  Stock — Common 

Unissued  Preferred  Stock 40,000.00 

Treasury  Stock  Conunon 40,000.00 

Surplus 

Employees*  Benefit  Fund 25 ,  605  70 

Bonds  Payable,  191 5 — 1935 

Reserve    for    Employees'     Benefit 
Fund 

Discount  on  Bonds 6,390.00 

City  National  Bank 22 ,'  175 .87 

Bond  Sinking  Fund 30^000.00 

Reserve   for  Redemption  of   Pre- 
ferred Stock 


474,125.79 
180,741.65 


3,269.21 
749.60 


45,722.73 


12,875.22 
17,862.14 

875  29 

671.82 

500.00 

30,000.00 

25,400.00 

9,38755 


2,973.86 

3,781.62 

150,000.00 
200,000.00 

44,866.39 

100,000.00 

25,605.70 


28,000.00 
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87.  Taxes  (Local) $        3,186.24 

88.  Purchases— Cement loi ,876.41 

89.  Lime  in  Process  Inventor>',  Jan.  i, 

1927 5,481.19 

90.  Notes  Payable $     14,200.00 

91.  Commissions     Earned     (Consign- 

^'^ents) 2,822.89 

92.  Reserve  for  Depreciation  of  Work- 

men's Houses 4, 792 .  86 

93-  Wrapping  and  Shipping  Supplies..  1,129.10 

94.  Floating  Equipment  (Tugs— Scows)  10,982.73 

95.  Workmen's  Houses 18,392. 17 

96.  Roads  and  Tramways $ ,  198 .  76 

97.  Commissary  Department  Income . .  832.67 

98.  Hotel  Revenue  Account 991. 80 

99.  Farm  Revenue  Accoimt 2,867 .40 

100.  Inventory  Cement,  Jan.  i,  1927, 

Finished  Goods 10,375.42 

loi.  Reserve  for  Depreciation  of  Float- 
ing Equipment 3,896.82 

102.  InventoryCommissaryDept.,Dec.3i.         7,561.32 

'^^^^^  Si, 407, 473-57        $1,407,473  57 
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Northwest  Lime  and  Cement  Company,  1927 
Inventories  and  Adjustments 

(A)  Inventories,  Dec.  31,  1927: 

1.  Cooperage  Supplies $      471  .^5 

2.  Wrapping  and  Shipping  Supplies 291 .  28 

3.  Catalogues  and  Pamphlets 485 .00 

4.  Outdoor  Advertising i , 500.00 

5.  Lime  on  Hand [  181369! 74 

6.  Cement  on  Hand 12,318.64 

7.  Raw  Materials  Lime 22, 176.42 

8.  Light  and  Power  Supplies 784.63 

9.  Lime  in  Process:  Materials i  ,874. 56 

lo-                               Labor 2,218.65 

11.  Manufacturing  Burden 2 ,889 .  52 

12.  Laboratory  Supplies 250.00 

13.  Industrial  Insurance  Prepaid 475  00 

14.  Insurance  Prepaid i ,  137 .  50 

15.  Interest  Prepaid 360. 70 

(B)  Accruals: 

16.  Direct  Labor 2,823.60 

17.  Indirect  Labor i ,  262 .31 

18.  Maintenance  Workmen's  Houses 562 .  80 

19.  Delivery  Expenses 371  •  29 

20.  Foremen's  Wages . .  ■. 187 .  50 
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21.  Interest  (Cost) $      362.76 

22.  Salesmen's  Commissions gy^ ,  iq 

23.  Taxes  Local 2,782.50 

23  a.  Bond  Interest 3,500.00 

(C)  Fire  Loss  Adjustment: 

24.  Of  the  total  Repairs  to  Machinery  $922.45  is  a  replace- 

ment of  new  machinery. 

25.  Of  the  total  Repairs  to  Buildings  $1,271.64  b  a  replace- 

ment of  the  building,  which  was  rebuilt.    The  items 
were  incorrectly  classified  by  the  bookkeeper. 

26.  Of  the  total  amount  of  the  Extraneous  Loss  $10,875 

($5,000  being  a  building  loss  and  $5,875  a  machine 

27.  loss) ,  write  off  this  year  $1 , 1 1 4. 50.    The  bookkeeper 
has  adjusted  the  proper  reserves  and  capital  ac- 

28.  counts.    The  insurance  has  been  collected. 

(D)  Depreciation  at  the  Following  Rates  and  Amounts: 

29.  (a)  Workmen's  Houses  (Extraneous  Expense) i ,  103 .  53 

30.  (b)  Floatmg  Equipment  (Charge  Factory  Overhead) .  .  549. 14 

31.  (c)  Buildings  (Allotted) 5,561 .90 

32.  (d)  Machinery  (Factory  Overhead) 13 ,972 .48 

33.  (e)  DeUvery  Equipment  (Selling) 689 .01 

34.  (f)   Furniture  and  Fixtures  (Allotted) 361 .05 

35.  (g)  Patents  (Factory  Overhead) 400.00 

36.  (L)  Loss  on  Tools  (Factory  Overhead) 600.00 

(E)  Miscellaneous  Adjustments: 

37.  Write  off  Bond  Discount 639  00 

38.  Add  to  the  Reserve  (Bond)  Sinking  Fund  and  to  Sink- 

ing Fund 3,000.00 

39.  Add  to  Res.  for  Contingencies 7 }45o .  75 

40.  Add  to  Res.  for  Redemption  of  Preferred  Stock 4, 800! 00 

40a.  Add  to  Bad  Debts  Reserve 1,790.65 

The  Lime  in  Process,  Jan.  i,  1927,  consisted: 

41.  Materials   1,710.05 

42.  Direct  Labor j  §22  70 

43.  Factory  Expenses ......]  i!948.44 

44.  Transportation  claims  are  considered  80%  good.    Set 

up  a  reserve.  75%  of  the  loss  was  on  cement  pur- 
chases, the  balance  lime  production. 

(F)  Distribute  the  Following  Costs  as  Directed  by  the 

Cost  Clerk: 
45-  (a)  Building  Expenses: 

Include  Watchman *s  Wages   $    844.00 

Depreciation  on  Buildings 5 ,  561 .  90 

Repairs  to  Buildings 1 ,000.00 

Insurance  (net) i »7S3 •  17 

^  9,159  07 


II 
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To  Manufacturing 45% 

?^^i,^^"« 35% 

To  Office 20% 

46.  (b)  Light,  Heat,  and  Power  on  same  basis  as  BuUding 

Expenses  (52). 
47-  (c)  Furniture  and  Fixture  Depreciation  on  same  basis 

as  Building  Expense. 

48.  (d)  Allot  Freight-in  to  Raw  Materiab: 

r^^  vi^:  u ^% 

Lement  Purchases 40% 

49.  (e)  Local  Taxes:  Of  the  total  charge— 

Manufacturing ^qOt 

Workmen's  Houses  Extraneous. . '.        .   . . .  5% 

Floating  Equipment  to  Mfg .*  5% 

Selling '^Q^ 

Office p^ 

100% 

50   Freight-Out  is  a  liability. 

SI.  Income  Tax  13^%  Net  Profits  after  the  usual  corporate 
exemption.    Set  up  a  reserve. 

Comments: 

1.  Account  36  is  Raw  Materials  Lime  (lime  rock  unburned) 

2.  Account  41,  Raw  Materials  Quarried  and  Purchased,  represents 

cost  of  quarrying  lime  rock  and  delivering  it  to  the  kilns.  It 
is  a  control  account. 

3.  Account  46,  Raw  Materials  Returned,  is  supplies,  powder,  steel, 

etc.,  used  in  the  quarry  and  returned  during  the  year 

4.  Account  47,  Cement  Bags  Returned,  ties  with  Account  88  as  a 

credit. 

5.  Accounts   80  and   82   represent   an   accumulated  benefit    fund 

belongmg  to  the  employees,  which  is  held  in  trust.  The 
Reserve  for  Employees  Bonus  Fund  is  the  trustee  obligation 
to  the  employees. 

6.  Account  100,  Inventory-Cement,  is  the  finished  goods  sold  as 

a  side  Ime  in  Department  2.  Department  i  is  the  production 
department. 

7.  Inventory  5,  Lime  on  Hand,  is  finished  goods. 

8.  Inventory  7,  Raw  Materials,  is  lime  rock  in  the  quarry,  on  the 

tram  cars,  and  in  the  bunkers. 

9.  Inventory  13,  Industrial  Insurance  Prepaid,  is  an  overpayment 

of  insurance. 

10.  Place  the  following  departments  under  the  heading  of  "Extra- 

neous Income  and  Expense":  (a)  the  commissary  department; 
(b)  the  hotel;  (c)  the  farm;  (d)  commissions;  (e)  workmen's 
houses  (income  and  expense). 
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II.  Inventory  Commissary  Dept.,  Dec.  31,  is  the  final  inventory 
which  has  been  credited  to  the  Commissary  Dept.  Income  ac- 
count.   The  initial  inventory  in  both  years  was  debited  to  this 
account  prior  to  closing.     (See  page  423.) 

Required : 

Working  Sheet. 

Exhibit  A.    The  Balance  Sheet  for  1927,  with  analysis  showing: 

1.  Per  cent  of  each  reserve  to  its  related  asset  account. 

2.  Per  cent  of  each  fixed  asset  to  total  fixed  assets. 

3.  Per  cent  of  each  current  asset  to  total  current  assets,  and 

similarly  with  all  groups. 

4.  Per  cent  of  each  group  of  assets  to  total  assets,  and  sim- 

ilarly with  liabilities. 

5.  Schedules  of  deferred  charges,  accrued  liabilities,  inventories, 

showing  per  cent  of  each  item  to  respective  totals.     * 

Exhibit  B.     The   Profit  and   Loss   Statement,   and   supporting 
schedules : 

1.  Profit  and  Loss  Statement,  with  analysis  showing:   per  cent 

of  group  expenses  to  net  sales. 

2.  Schedule  of  Selling  Expenses,  with  analysis  showing:    (a) 

per  cent  of  each  item  to  total  selling  expense;  (b)  per  cent 
of  each  item  to  net  sales. 

3.  Schedule  of  General  Expenses,  with  analysis  showing:    (a) 

per  cent  of  each  item  to  total  general  expense;  (b)  per 
cent  of  each  item  to  net  sales. 

4.  Schedule  of  Financial  Management  Expenses  and  Income, 

with  analysis  showing:  (a)  per  cent  of  each  item  to 
financial  expense  or  income;  (b)  per  cent  of  each  item  to 
net  sales. 

Exhibit  C.    The  Statement  of  Cost  of  Goods  Manufactured  (with 
goods  in  process  distributed)   and  supporting  schedules: 

1.  Statement  of  Cost  of  Goods   Manufactured,  with  analysis 

showing:  per  cent  of  each  item  to  total  manufacturing 
costs. 

2.  Schedule  of  Overhead  Expenses,  with  analysis  showing:    (a) 

per  cent  of  each  item  to  total  sverhead  expenses ;  (b)  per 
cent  of  each  item  to  total  mat  afacturing  costs. 

3.  Unit  cost  and  cost  of  sales  ref-ort,  showing  materials,  direct 

labor,  and  burden  costs  per  unit  of  product  manufactured. 

Miscellaneous  Ratios  and  Per  Cents — 
(A)  Profit  Ratios: 

1.  Ratio  of  profits  to  total  capital  employed. 

2.  Rate  of  earnings  on  common  stock. 
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(B)  Working  Capital: 

I.  Statement    of   working   capital,   and   ratio   of   current 
assets  to  current  liabilities. 

(C)  Turnovers: 

1.  Turnover  of  finished  goods. 

2.  Turnover  of  total  inventories. 

3.  Turnover  of  current  assets. 

(D)  Analysis  of  Accounts  Receivable: 

1.  Credit  terms,   2^/10,   n/30.     What  per  cent  of   sales 

remain  uncollected? 

2.  On  the  basis  of  the  average  monthly  sales,  assuming 

them  to  be  uniform  throughout  the  year,  what  is  the 
amount  of  delinquent  collections,  and  the  average  age 
of  the  undiscounted  accounts?     (See  note  below.) 

3.  Ratio  of  bad  debts  to  sales. 

(E)  Analysis  of  Accounts  Payable: 

1.  Per  cent  of  purchases  unpaid.    Terms,  3/15,  n/45. 

2.  Per  cent  of  accounts  paid  within  the  discount  period. 

(F)  Analysis  of  Raw  Material  Purchases  and  Inventories: 

1.  Per  cent  of  purchases  remaining  in  raw  material  in- 

ventory. 

2.  Per   cent  of   month's   raw   material   requirements   pro- 

vided by  opening  inventory. 

(G)  Analysis  of  Cost  Manufacture : 

1.  Ratio  of  cost  of  goods  manufactured  to  closing  inven- 

tory of  finished  goods. 

2.  Per  cent  of  month's  sales  requirements  provided  by  open- 

ing inventory  of  finished  goods. 

3.  Distribution  of  manufacturing  cost  among:     goods  in 

process  at  end  of  period;  finished  goods  at  end  of 
period;  goods  sold  during  the  period. 
(H)  The  ratio  of  the  inside  or  owner's  equity  to  total  liabilities. 
(I)     The  ratio  of  sales  to  fixed  assets,  i.e.,  plant,  and  to  the  total 
capital  employed. 

(Note  the  sales  discount  taken  compared  with  the  possible  dis- 
counts, also  the  fact  that  the  discount  has  not  expired  on  sales  from 
December  22  to  December  31,  inclusive.) 
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PROBLEM  4 

Northwest  Lime  and  Cement  Company 
Trial  Balance — ^December  31,  1928 

Buildings  (Factory  and  Office) $188 , 500. 00 

Land 51,000.00 

Delivery  Equipment 6,387 . 50 

Tools 8,391 .  16 

Machinery 141 ,750.90 

Furniture  and  Fixtures 13 ,  197 .  82 

Patents 3,000.00 

GoodwiU 13,000.00 

Dividends 

Interest  Bonds  Payable 3,500.00 

Freight-In 8,297.86 

Freight-Out 

Securities  (Temporary) 12 ,  590  00 

Catalogues,  Pamphlets 870.00 

Collection  Expenses 3 , 750.62 

Extraneous  Loss  (Suspense) 9 ,  760 .  50 

Outdoor  Advertising i ,500.00 

Advertising 8,350^60 

Donations 200.00 

Entertainment  of  Customers 310.50 

Industrial  Insurance i ,  186.44 

Rents  Workmen's  Houses 

Maintenance  Workmen's  Houses 3 , 070 .  80 

Bonus  to  Direct  Labor 2,690. 75 

Watchman's  Wages 905 .  70 

Credit  Report  Expenses 375  00 

Transportation  Claims 3,980.62 

Laboratory  Expenses 2^805. 26 

Accounting  Department 2 1 010. 00 

Legal  Expenses 082  7d 

Bad  Debts  CoUected v"  •  /^ 

Delivery  Expenses 3,460.72 

l^^l^r^^^ 250.00 

Uue  Consignors 

Raw  Materials  Inventory,  Jan.  i, 

1928 22    176   J.2 

Finished   Goods   Inventory — ^Lime 

rlZ'A'l?'^ ••  ^8,369.74 

Trade  Debtors 172,640.38 

Notes  Receivable 19,392.86 

Notes  Receivable  Discounted 

Raw  Materials  and  Quarried   Pur- 

Sales^ime  Products.' .' '.  \       '/// "  '^^'^^^^^ 

Sales— Cement 


$    7,700.00 
2,786.50 


*l 


4,476.80 


25.67 


4,860.72 


8,991  43 


483,129.63 
161,400.34 
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44-  Returned  Sales— Lime $        3,670.69 

45-  Returned  Sales — Cement 2 ,831 .  17 

46.  Raw  Materials  Returned $        c  667  18 

47-  Cement  Bags  Returned 834  15 

48.  Cooperage  Supplies 10,418. 16 

49-  Direct  Labor— Lime  Mfg 93 ,862 .  29 

50 .  Indirect  Labor— Lime  Mfg 6 ,  998 '.  47 

51.  Foremen's  Wages 5  ^025  !oo 

52.  Light,  Heat,  Power  Department 9,436. 74 

53-  Miscellaneous  Factory  Expenses 298  67 

54-  ^^^^^s  Payable 59,64980 

55.  Office  Expenses 2,090.17 

56.  Warehouse  Labor— Finished  Goods.  '450.72 
57-  Repairs  to  Machinery 2,986.40 

58.  Repairs  to  Buildings 3,040.68 

59.  Drawings  and  Patterns 8,374. 25 

60.  Res.  for  Depreciation  of  Buildings. .  18,437  12 

61.  Res.  for  Depreciation  of  Machinery.  31  834  62 

62.  Res.  for  Depreciation  of  Delivery  o  t  o^- 

Equipment 156430 

63.  Res.  for  Depreciation  of  Furniture  * 

and  Fixtures j  q-j  87 

64.  Res.  for  Depreciation  of  Patents '900  00 

65.  Res.  for  Bond  Sinking  Fund 33,000.00 

66.  Res.  for  Contingencies 22  850  75 

67.  Interest  Income 8 '432  86 

68.  Interest  Paid— Operating 9,486. 70 

69.  Salesmen's  Salaries 10,432.61 

70.  Salesmen's  Commissions n  ,941  39 

71.  Reserve  for  Bad  Debts '  3  ©^g  ^, 

72.  Discount  on  Sales 8,196.87  ' 

73.  Discount  on  Purchases 4,386.42 

74.  Office  Salaries 6,835 .42 

75-  Capital  Stock— 6%  Preferred '  1 50 ,  000 .  00 

76.  Capital  Stock — Common 200  000  00 

77.  Unissued  Preferred  Stock 20,000.00  ' 

78.  Treasury  Stock  Common 35, 000  00 

79.  Surplus 100,682  08 

80.  Employees'  Benefit  Fund 30,642 .  71 

81.  Bonds  Payable,  1915— 1935 100,000.00 

82.  Res.  for  Employees'  Benefit  Fund  ...  30  642  71 

83.  Discount  on  Bonds 5 ,  751 .00  * 

84.  City  National  Bank 17,432.86 

85.  Bond  Sinking  Fund 33 ,000.00 

86.  Res.  for  Redemption  of  Preferred 

a.   t,^^^^t'"i\ 32,800.00 

87.  Taxes  (Local) 3 ,375  •  25 

88.  Purchases— Cement 116, '439. 69 

89.  Lime  in  Process,  Jan.  i,  1928 6,982  73 

90.  Notes  Payable ... .     20,120.39 

91.  Commissions  Earned 3,056.34 
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92.  Res.  for  Depreciation  of  Workmen's 

Houses 

93.  Wrapping  and  Shipping  Supplies $  839.60 

94.  Floating  Equipment 11 ,886.98 

95.  Workmen's  Houses 18,392 .17 

96.  Roads  and  Tramways 5 ,861 .  70 

97.  Warehouse  in  Construction 8, 173 .06 

98.  Commissary  Department  (Income) . .  589.08 

99.  Hotel  Account  (Revenue) 80. 75 

100.  Farm  Account  (Revenue) ;  i ,639.43 

loi.  Inventory  Cement,  Jan.  i,  1928 12,318.64 

102.  Res.   for  Depreciation  of  Floating 

Equipment . 

103.  Inventory  Commissary  Dept.,  Dec.  31  9,382.20 

104.  Furniture  and  Fixture  Expenses .... 

105.  Bad  Debts 

106.  Depreciation 

$1,522,673.46 
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S        5,896.39 


4,445  96 


$1,522,673.46 


Northwest  Lime  and  Cement  Company 
Adjustments— December  31,  1928 

(A)  Inventories,  December  31,  1928: 

1.  Cooperage  Supplies $      3g2  70 

2.  Wrappmg  and  Shipping  Supplies 307 !  85 

3.  Catalogues  and  Pamphlets 215.37 

4.  Outdoor  Advertising 1,500.00 

5.  Lime  on  Hand I4[3i6!i5 

6.  Cement  on  Hand 8^369  82 

7.  Raw  Materials 16,' 771 .  29 

8.  Light,  Power  Supplies '639 '. 80 

9.  Lime  in  Process:  Materials i  ,743  69 

^o-                               Labor i!976.43 

II-                              Manufacturing  Burden 2 , 516 .  78 

12.  Laboratory  Supplies 175 .00 

13.  Insurance  Prepaid *  qj  r  y^ 

14.  Interest  Prepaid [\[[  317 ^ 25 

(B)  Accruals: 

15.  Direct  Labor 3,178.56 

16.  Indirect  Labor * .  * ' '  j ^^g^  '51 

17.  Maintenance  Workmen's  Houses '478 ^48 

18.  Delivery  Expenses [  481  20 

19.  Interest  (Cost) \[]  421  78 

20.  Interest  Bonds \  3,500  00 

21.  Taxes  (Local) [[[  2^995^73 

(C)  Suspense  Adjustment: 

22.  Extraneous  Loss  Suspense — ^Write  off i  ,952  10 


I, 
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(D)  Depreciation  at  the  Following  Rates  and  Amounts: 

23.  (a)  Workmen's  Houses  6%  (Extraneous  Expense) $  1,103 

24.  (b)  Floating  Equipment  5%  (Manufacturing) 594 

25.  (c)  Buildings  (Allotted) 5  »655 

26.  (d)  Machinery  (Manufacturing) 14,021 

27.  (e)  Delivery  Equipment  (Selling) 785 

28.  (f)    Furniture  and  Fixtures  (Allotted) 659 

29.  (g)  Patents  (Manufacturing) 400 

30.  (h)  Loss  on  Tools  (Manufacturing) 732 


53 

35 
00 

80 

93 
89 

CO 

80 


(E)  Miscellaneous  Adjustments: 

31.  Write  off  Bond  Discount 

32.  Add  to  Sinking  Fund  Reserve  and  to  Sinking  Fund.  .  , 

33.  Add  to  Res.  for  Contingencies 

34.  Add  to  Res.  for  Redemption  of  Preferred  Stock 

35.  Add  to  Res.  for  Bad  Debts 

36.  Transport  Claims  are  80%  good.    Set  up  reserve.    85% 

of  the  loss  was  on  Cement  Purchases. 


639.00 
3,000.00 
6 ,  500 .  00 
4,800.00 
1,473.80 


(F)  Distribute  The  Following  Costs: 
(a)  Building  Expenses: 

37.  Watchman's  Wages (25)  905 .  70 

38.  Depreciation  on  Buildings $  ,655 .00 

39.  Repairs  to  Buildings (58)  3 ,040. 68 

40.  Insurance (33)  1,488.10 

as  follows:  $1 1 ,089. 48 

41.  (i)  Manufacturing 45% 

42.  (2)  Selling 35% 

43.  (3)  Office 20% 

44.  (b)  Light,  Heat,  and  Power  costs  on  same  basis  as 

Building's  Expense. 

45.  (c)  Furniture    and    Fixture    depreciation    same    as 

Building's  Expense. 

46.  (d)  Freight-In  to  Raw  Materials: 

47.  Lime 60% 

48.  Cement  Purchases 40% 

(e)  Taxes  (Local) : 

49.  Manufacturing 50% 

50.  Workmen's  Houses 5% 

51.  Floating  Equipment  (Mfg.) 6% 

52.  Selling 30% 

S3-  Office 9% 

100% 

54.  During    1928,   $7,800   in    Preferred   dividends,    and 

$3,906.43  in  Common  dividends  were  declared. 

55.  Goodwill  was  written  down  $2,000. 

56.  Real  Estate  was  written  up  $1,000. 
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Required : 

Written  report  to  the  Board  of  Trustees  explaining  in  complete 
detail  all  factors  that  have  contributed  to  the  progress  of  the  business, 
as  revealed  through  the  accounting  records,  during  the  year  ending 
1928.  It  is  suggested  that  the  report  cover  all  of  the  activities  of  the 
following  departmental  heads: 

(a)  The   works   manager  who  has   charge  of  all   production 

procedures. 

(b)  The  sales  manager  who  has  charge  of  sales  and  expense 

budgets. 

(c)  General    manager    who    has    charge    of    general    expense 

budgets. 

(d)  Finance  manager  who  handles  credits  and  collections  as 

well  as  the  general  direction  of  financial  policies. 

(e)  The  chief  accountant. 

It  is  suggested  that  use  also  be  made  of  the  report  showing  the 
portion  of  this  year's  loss  or  gain  expressed  in  dollars,  attributable 
to  (a)  changes  in  volume  of  business;  (b)  increases  or  decreases  in 
the  items  of  manufacturing  expenses,  selling  expenses,  general  admin- 
istrative expenses,  and  financial  management  expenses.  Note  that 
sales  prices  of  lime  and  cement  remained  unchanged  during  1927  and 
1928. 

The  data  for  these  reports  should  be  based  upon  the  following 
statistical  and  accounting  information: 

Exhibit  A.    Balance  Sheet,  with  supporting  schedules  together 
with  analysis  showing : 

1.  Per  cent  of  each  reserve  to  its  related  asset  account. 

2.  Per  cent  of  each  current  asset  to  total  current  assets  and  to 

total  assets. 

3.  Per  cent  of  each  fixed  asset  to  total  fixed  assets  and  to  total 

assets. 

4.  Per  cent  of  each  group  of  assets  to  total  assets. 

5.  Per  cent  of  each  liability  to  its  related  group  and  to  total 

liabilities. 

Exhibit  B.     Profit  and  Loss  Statement,  with  supporting  sched- 
ules together  with  analysis  showing: 

1.  Schedule  of  Selling  Expenses,  showing  per  cent  of  each  item 

to  total  selling  expenses  and  also  per  cent  of  each  item 
to  net  sales. 

2.  Schedule  of  General  Expenses,  showing  per  cent  of  each 

item  to  total  general  expenses  and  also  per  cent  of  each 
item  to  net  sales. 
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3.  Schedule  of  Financial  Expenses,  showing  per  cent  of  each 

item  to  total  financial  expenses  and  also  per  cent  of  each 
item  to  net  sales. 

4.  Per  cent  of  total  group  (Selling,  General,  and  Finance)  to 

net  sales. 

Exhibit  C.  Statement  of  Cost  of  Manufactured  Goods  and  Cost 
of  Sales,  with  supporting  schedules,  together  with  analysis 
showing : 

1.  Per  cent  of  each  item  to  total  manufacturing  costs. 

2.  Per  cent  of  each  manufacturing  expense  to  total  factory  over- 

head. 

Exhibit  D.  Comparative  Balance  Sheet,  showing  the  trend  of 
funds  in  structural  form,  featuring: 

1.  New  fixed  asset  financing. 

2.  New  working  capital  financing. 

3.  Trends  of  various  items  in  index  numbers.     (See  page  83 

for  illustration  of  the  method.) 

Exhibit  E.  Comparative  Profit  and  Loss  Statement,  showing  in- 
crease or  decrease  of  items  in  per  cents: 

1.  Per  cent  of  each  item  to  net  sales  of  the  year. 

2.  Increase  or  decrease  of  each  per  cent  in  successive  years 

based  on  sales  as  100%. 

Exhibit  F.  Comparative  Statements,  showing  absolute  changes  in 
dollars  and  also  per  cents  of  increase  or  decrease: 

1.  Profit  and  Loss  Statements,  with  analysis  showing:    (a)  in- 

crease or  decrease  of  each  item  in  dollars;  (b)  per  cent  of 
increase  or  decrease,  based  on  first  year. 

2.  Statement  of  Cost  of  Goods   Manufactured,  with  analysis 

showing:  (a)  increase  or  decrease  of  each  item  in  dol- 
lars; (b)  per  cent  of  increase  or  decrease,  based  on  first 
year. 

3.  Schedules  of  Manufacturing  Expense,  with  analysis  showing : 

(a)  increase  or  decrease  of  each  item  in  dollars;  (b)  per 
cent  of  increase  or  decrease,  based  on  first  year. 

4.  Schedules  of  Selling  Expense,  with  analysis  showing:    (a) 

increase  or  decrease  in  each  item  in  dollars;  (b)  per  cent 
of  increase  or  decrease. 

5.  Schedules  of  General  Expense,  with  analysis  showing:    (a) 

increase  or  decrease  in  each  item  in  dollars;  (b)  per  cent 
of  increase  or  decrease. 

6.  Schedules  of  Financial  Expense  and  Income,  with  analysis 

showing:  (a)  increase  or  decrease  in  each  item  in  dol- 
lars; (b)  per  cent  of  increase  or  decrease. 
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Comparison  of  Miscellaneous  Ratios  and  Per  Cents 


(A)  Profit  Ratios: 

1.  Ratio  of  profits  to  capital,  second  year  compared  with 

first  year. 

2.  Rate  of  earnings  on  common  stock.  Preferred  bears  6%, 

second  year  compared  with  last  year. 

(B)  Turnovers: 

1.  Turnover  of  finished  goods,  compared  with  last  year. 

2.  Turnover  of  total  inventories,  compared  with  the  first 

year. 

3.  Turnover  of  current  assets,  compared  with  last  year. 

(C)  Analysis  of  Accounts  Receivable: 

1.  Credit  terms,  2%/io,  n/30.     What  per  cent  of  sales 

remain  uncollected,  compared  with  last  year  ? 

2.  On  the  basis  of  the  average  monthly  sales,  assuming 

them  to  be  uniform  throughout  the  year,  what  is  the 
amount  of  delinquent  collections  compared  with  first 
year,  and  their  average  age  ? 

3.  Ratio  of  bad  debts  to  sales  compared  with  last  year? 

(D)  Analysis  of  Accounts  Payable: 

1.  Per  cent  of  purchases  of  lime  and  cement  unpaid.  Terms, 

3/15,  n/45. 

2.  Per  cent  of  accounts  paid  within  the  discount  period, 

botn  compared  with  last  year. 

(E)  Analysis  of  Raw  Materials  Purchases  and  Inventories: 

1.  Per  cent  of  purchases  remaining  in  raw  material  inven- 

tory, compared  with  last  year. 

2.  Per  cent  of  month's  raw  material  requirements  provided 

by  opening  inventory,  compared  with  last  year. 

(F)  Analysis  of  Cost  Manufacture: 

1.  Ratio  of  cost  of  goods  manufactured  to  closing  inven- 

tory of  finished  goods. 

2.  Per  cent  of   month's   sales   requirements   provided  by 

opening  inventory  of  finished  goods  compared  with 
last'  year. 

3.  Distribution  of  manufacturing  costs  among  goods   in 

process  at  end  of  period;  finished  goods  at  end  of 
period;  goods  sold  during  the  period,  compared  with 
last  year. 

(G)  Working  Capital: 

1.  Statement  of  working  capital,  and  ratio  of  current  assets 

to  current  liabilities,  compared  with  last  year. 

2.  Has  the  firm  a  sufficient  amount  of  working  capital? 

Report  under  finance  manager. 
(H)  Ratio  of  inside  or  owners'  equity  to  total  liabilities. 
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(I)  Make  such  additional  reports  as  you  think  necessary  to  prop- 
erly analyze  the  causes  for  change  in  the  operating  and 
financial  condition  of  the  firm. 

Northwest  Lime  and  Cement  Company 

Extraneous  Expenses  and  Income 

The  following  statements  cover  the  extraneous  expenses  and  in- 
come. Suggested  procedures  for  analyzing  and  controlling  these  activ- 
ities may  be  found  with  each  separate  report. 

(A)  Working  Men's  Houses.     The  data  are   found  in  the  general 

ledger  trial  balance. 

(B)  The  Farm  Revenue  account  is  made  up  of  the  following  details: 


Income:  1927 

1.  Sales  of  Hay $1 ,39©  So 

2.  Sales  of  Livestock 2,874  25 

3.  Sales  of  Produce 3,412.80 

$7,677  55 


1928 

$1,150.60 

2,980.7s 
3,365-30 

$7,496.65 


1 


Expenses: 

1.  Labor $3,542-90 

2.  Supplies  for  Farm i ,  150- 75 

3.  Household  Supplies 428.60 

4.  Repairs  and  Maintenance,  Building,  etc.     2,542.20 

5.  Road  Repairs 505  00 

6.  Miscellaneous  Expenses 2,375 . 50 

10,544  95 
Net  Loss  for  Year $2,867 .40 


$3*370.40 

985  6s 

580.90 

1,832.20 

495-75 
1,871.18 

9,136.08 

$1,639.43 


1.  The  produce  and  livestock  were  sold  to  the  commissary  at 
"approximate  cost  of  production."  This  cost  was  determined  by 
taking  the  current  prices  for  produce  for  the  day  and  deducting  15% 
for  store  profit. 

2.  The  farm  accounts  are  kept  in  the  main  office  by  the  bookkeep- 
ing staff  and  incorporated  with  the  general  bookkeeping  records. 

3.  Instructions  :  Make  a  separate  brief  report  on  the  farm  oper- 
ations looking  toward  the  elimination  of  the  annual  loss  which  has 
recurred  for  several  years. 
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(C)  Northwest   Lime  and   Cement   Company — Commissary   Depart- 
ment: 

1927  1928 

Sales $37,864.79        $29,319. 79 

Inventory,  Jan.  i 18,392.80  7,561 .32 

Purchases  and  Freight 20,397.65  24,386.45 

Total  Costs  Merchandise 38,790.45  31,947-77 

Less  Inventory,  Dec.  31 7,s6i  32  9,382. 20 

Cost  of  Goods  Sold 31,229.13  22,565.57 

Gross  Trading  Profit $  6,635.66        $  6,754.22 

Salary  of  Manager 2,100.00  2,400.00 

Clerk  Hire 1,672.45  1,842.85 

Delivery  Costs  (upkeep  of  auto) 429 .  75  683 .  97 

Posters  and  Advertising 85 . 52  i75  •  90 

Miscellaneous  Expenses i ,  139.87  i ,852 .03 

Bad  Debts  and  n.s.f .  Checks 375 .  40  388 .  55 

Total  Expenses 5,802.99  7,34330 

Net  Profit  or  Loss* $      832 .67        $      580.08* 

1.  No  rent  or  interest  is  charged  to  commissary  department.  It 
handles  a  general  line  of  merchandise  for  the  employees  and  the  town 
population,  being  the  only  store  in  the  community.  All  supplies  are 
requisitioned  from  stores,  and  charged  to  the  hotel  and  farm. 

2.  A  separate  set  of  books  is  kept  by  the  commissary  department. 
Goods  are  sold  for  cash  to  customers.  The  profit  is  shown  separately 
as  commissary  income. 

3.  Instructions:  Check  over  as  many  factors  as  you  can  find 
and  make  a  separate  report  outlining  the  procedure  for : 

(a)  Research  on  profit  possibilities  for  the  commissary  depart- 

ment.    Use  data  found  in  the  problem  and  the  state- 
ments. 

(b)  Improvement  in  the  accounting  system  looking  toward  the 

introduction  of  economics  in  management. 

(c)  Improvement  in  the  control  over  the  commissary  depart- 

ment as  a  whole. 
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(D)  Northwest  Lime  and  Cement  Company — Hotel  Report: 

Month  ending  Dec.  31, 
Income:  1927  1928 

1.  Room  Rentals $  5 ,396 .  80  $5 ,680 .  10 

2.  Dining  Room 10,432.75  9,832.75 

3.  Miscellaneous 2 ,  198 .  70  2 ,439 .  60 

$18,028.25        $17,952.45 


Expenses: 

1.  Labor $6,342.60 

2.  Food  Supplies 9>945iS 

3.  Incidentals.    Repairs,  Upkeep,  etc 2,732.30 

19,020.05 
Profit  or  Loss* $991 .  80* 


$6,050.25 
9,221.80 
2,761.15 

18,033.20 


$80.75* 


1.  The  hotel  is  operated  primarily  as  a  dining  hall  for  the  work- 
men and  for  summer  tourists. 

2.  "The  food  supplies  and  incidental  costs  are  stores  charged  from 
the  commissary  department  at  cost  plus  io%."  (Report  of  the  book- 
keeper.) 

3.  Instructions:  Outline  a  system  of  accounting  that  you  believe 
will  more  adequately  control  this  service  department.  Make  sugges- 
tions covering  internal  checks  that  will  at  least  reduce  the  loss  to  a 
minimum. 

4.  Compare  these  figures  with  statistics  of  similar-sized  institutions. 

PROBLEM  5 
Northwest  Lime  and   Cement   Company 
Credit  Utilization 

1.  The  bond  issue  authorized  amounted  to  $200,000,  of  which 
$100,000  was  outstanding  December  31,  1928.  The  deed  of  trust 
recites  that  the  following  assets,  naming  their  amounts  at  date  of 
pledge  in  1922,  have  been  deeded  to  the  trustee  as  security  for  the  total 
issue:  land,  buildings,  machinery  and  tools  in  buildings,  furniture  and 
fixtures,  workmen's  houses,  tramways,  and  all  improvements  thereto  in 
process  of  construction,  or  hereinafter  acquired  and  attached  to  land. 

2.  On  December  31,  1928,  the  following  current  assets  were  under 
pledge  to  the  City  National  Bank,  to  cover  the  notes  payable  $12,334.62: 
trade  debtors  $25,000,  and  the  securities  $12,590. 
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3.  $5,000  of  the  raw  materials  are  pledged  with  S.  &  Co.,  a  gen- 
eral creditor  to  satisfy  his  bill. 

4.  A  $10,500  barreling  machine  is  under  a  $7,500  purchase  money 
mortgage  and  is  being  paid  off  at  the  rate  of  $500  per  month.  The 
original  amount  of  the  mortgage  was  $10,500  and  has  been  reduced 
to  the  amount  noted  which  is  included  in  the  notes  payable. 

5.  The  employees'  benefit  fund  is  a  trust  fund  held  for  the  em- 
ployees who  operate  a  mutual  benefit  association.  No  portion  of  the 
money  is  contributed  by  the  company. 

6.  The  account  **Due  Consignors"  is  a  straight  liability  for  mer- 
chandise sold.    None  of  the  inventories  represent  consigned  goods. 

7.  The  Notes  Receivable  Discounted  represent  notes  sold  by  in- 
dorsement with  recourse. 

Required : 

Make  a  credit  utilization  report  in  support  of  a  bank  loan  of 
$50,000  from  the  local  bank. 
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Absentee  Ownership,  5 
Accountant, 

Business  adviser,   la 
Control,   8 
Police  duty,   la 
Professional,    7,    165,    194 
Staff  member,   a,    16 
Accounting,    (See  also  "Reports") 
Data,   correctness,    7 
Education,   need   for,    12 
Forms,    standard,   20 
Inspection    work,    9 
Nomenclature,    19 
Reports,  a  regulator,  143 

Business    failures,    an    aid    in    reduc* 

ing,    12,    13 
Credit  extension,  an  aid  in,   13 
Narrative,   311 
Scope  of,    10 
Secures  cooperation,    11 
Service  to  management,   7 
Standards,    types    of,    19 
Department  of,   18 
Function  of,   16 
Future   values,   and,    10 
Scientific,   17 
Statements, 
External,    20 
Internal,  20 
Statistical  trends  and,   14 
Valuation,   21    (Chap.   VIII) 
Accounting  and  Budgets,  349 
Accounting  and  Statistics,  9 
Accounting  for  Differences  in  Profits 
(See  also  "Causes  for  Variations  in 
Profits") 
Cost  of  sales,  251 
Expenses,  251 
Price  variation,  251 
Sales  volume,  251 
Accounting  Procedure, 
Bond, 

Premium,   157 
Sinking  fund,   146,    149 
Bonds    payable,    138 
Depletion,  177,  178 
Depreciation,  165,  166 
Dividends,    137 
Inventory  reserves,  183 
Maintenance  reserves,  166 
Replacements,  171 
Sinking   fund   reserves,    146,    149 


Accounting   Procedure— (Cowfinwerf) 

Sinking   funds,    143,    144,    146 

Standard, 
Labor,   340,  342 
Materials,  346 
Overhead,  344,  345 
Work  in  process,  340,  342,   344 

Surplus  adjustments,  166 
Accounts,    (See    also    "Accounting    Pro- 
cedure") 

Classification  of,   6,   21 

Nominal,  21 

Payable,    purchases,    bank    loans,    bud- 
get, 232 
Payable,   special,    136 
Real,   21 

Receivable,  (See  also  "Trade,  Debtors") 
Average  age,    196 
Carrying  cost  of,   191 
Days'   sales   outstanding,    195 
Discount   and    average   age,    196,    197 
Overinvestment  in,  90 
Special,  valuation  of,   129,  201 
Standard,    194,    199 
Turnover  rates,    101,    194 
Accounts  and  Notes  Receivable,  Analy- 
sis OF,  189 
Adequacy  of  Depreciation  Reserves,  159 
Administrative, 
Expense  budget,   385 
Policies,  7 
Reports,    1 1 
Advantage  of  Budgets,  351 
Amortization, 

Intangibles,    180,    i8i 
Legal  life  assets,   180 
Unadjusted  debits,  134 
Wasting  property,   175,   177 
Analysis  of. 

Application     of     funds,     58     (See     alro 
"Trend  of  Funds,"  "Source  and  Uti- 
lization of  Funds") 
Cost   of   sales,    296 
Direct  labor  costs,   297,   322,   323 
Idle  time  costs,    303,    334.    335 
Insurance  costs,   303 
Machine  costs,   304,   334 
Power,  heat  and  light,  302,  320-322,  330 
Raw  materials  and  supplies  costs,  299, 

327-329 
Sales,  296 

Price  variations,    353,    354 
Sources  of  funds,  57 
Spoilage,   wastage,    breakage,    299,    331, 
332 
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Analyticai.     Process,     Manuvactuking, 

338 
Application  or  Funds,  Analyzed,  58 
Appreciation, 
Assets,  153 

Depreciation  offset  by,  154 
Dividends,  result  in,  154 
Surplus  effect  on,  168 
Assessments  on  Stock,  157 
Assets,    (See    also    "Accounting    Proced- 
ure") 
Current  valuation   of,    128 
Accounts  receivable,  129 
Accrued   income,    131 
Cash,  128 

Consigned  goods,   130 
Inventories,  130,  inter-company,  155 
Investments,    131 
Notes  receivable,   128 
Trade  acceptances,   129 
Cycle,  208,  213,  219 
Deferred  items,    131 
Fixed  valuation  of,  132 

Conditional  ownership  of,   133 
Equipment   manufactured,    154 
Obsolete  property,    133 
Intangibles,   134 
Non-productive,    1 18 
Overvaluation  of,    133,   166,   168 
Unadjusted  debits,  134 
Wasting,  175,  i77 
Audit  Reports  for  Credit  Extension.  7 
Auditing  Viewpoint,  6 
Audits,  Types  op,   7 
Average   Age   of   Receivables,    104,    105 
Average  Receivables,  Sales   Discounts. 
103-105 

B 

Bad  Debts, 

Losses,  202 

Sales  discount,  a  check  upon.  202 
Balance    Sheet, 

Account   form,    39.    40,   4',    $1 

Capital  section  of.  48-51 

Credit  report,  34 

Federal  Reserve  Board  form,  40,  41 

Manipulation  of,  42-45 

Profit    and    loss    statement,    relationship 
between,  327 

Report  form,  33 

Secret    reserves,    relationship    between, 
186 

Standards,   19 

Structural,   48,    51.    59.   63,   96 

Trends,    61,    81 

Valuation  of  items,  21 
Bank   Loans, 

Budget,  229,  230,  23a 

Credit  limits,  233 

Repaid    by    reinvested    profits,    J30 
Bliss,   J.   H., 

Management  Through  Accounts,   117 


Blueprint     Cost     Figures,      338      (See 

"Standardization,"   "SUndards") 
Bond, 

Discount,   1 32 

Premium,  157 

Refunding  of,  142 

Serial  redemption,  146 
Bonus  Plans  and  Piece-Work,  335 
Bottle  Neck  Factory  Conditions,  383 
Branch  Factory  Production,  5,  6 
Branch    Office    Profits,    155 
Budget, 

Administrative  expense,  385 

Advantages  of,    351 

Burden  factory,  377-379 

Cash,  389-393 

Commercial   concern,  of   a.    360 

Committee,  the,  269,  439 

Department   btore,    385,    386 

Departmental  burden,  382 

Field  of,   347 

Financial,  the,  387,  388 

Labor,  374,  376 

Manufacturing  expense,    377-379i   3^2 

Materials,    371 

Operating  expense,  384 

Organization,  349 

Plant  equipment,    384 

Purchases,    payables,    and    bank    loans, 
232 

Purchases,    sales,    collections,    228 

Report.    234 

Selling   expenses,    384 

Standard,  a,  27,  347,  350 

Super-coordinator,    a,    348 

Welfare,  the,  376 
Budgets,  Accounting,  Relationship  Be- 
tween, 349 
Budgets  and  Planning,  366 
Burden, 

Factory  cost  items.   300.   320.   322,   332- 

333 
Rates,  methods  of  application,  301 
Standards,  301,   332 

Business  Adviser,   the  Accountant,   a, 
12 

Business  Depressions,  Depreciation  Re- 
serves in.  168 
Expansion  from  working  capital.   65 
Failures  and  accounting  reports,  fa- 13 
Failures,  causes  of,  47.  206 
Finance,    Lough,    113 
Guidance  through  accounting,   7 
Problems  and  bookkeeping  daU,  8 

Buyer,  Contribution  of,  in  Profit  Mak- 
ing, 244 

Buying   Function,    Control    Over.    296 


Cafital  and  RivENUB  Chabgbs, 
Depletion,  176 


Capital  Assets  and  Capital  Liability 
Ratio.  47-51  (See  also  "Structural  Bal- 
ance Sheet") 

Capital  Liabilities,  a  Source  of  Work- 
ing Capital,  66,   231 

Capital  Outlay,  Seasonal  Loans,  233 

Carrying  Costs,  Accounts  Receivables, 
191 

Merchandise,    xo6 
Cash, 

Budget,   389,   390,   39a 

Disbursements  budget,  391 

Income,  390,  39a 

Shortage  of,   115 

Sinking  fund,  143 

Valuation    of,    128 
Causes  for  Business  Failures,  47,  306 
Causes  for  Variations  in. 

Cost  of  sales,  296 

Depreciation  costs.   303 

Direct  labor  costs.  297,  323 

Idle  time  costs,   303,   334,  335 

Insurance  costs,   303 

Machine  costs,  304 

Power,   heat  and  light   costs,    302,    320- 
333.  330 

Profits,   244    (See  also  "Variation,    Pro- 
fits") 

Raw  materials   and   supplies  costs,   298, 

328 
Sales  volume,  296,  353 
Spoilage,    wastage,    breakage,    399,    331, 

333 
Taxes,  303 

Causes  Ultimate,  for  Operating  Losses. 
288 

Certified  Public  Accountant,  5,  20 
Classification   of  Accounts,   Standard, 
21 

Collection  Policies,  190  (See  also  "Con- 
trol over  Collections,"  "Credit") 
Collections  Technique,  192 
Commercial  Concern,    Budget   for,    360 
Commercial  Concerns,  Reports,  285.  287 
Commercial  Loans,  229 
Common  Stock  Earnings,  126 
Company  Insurance,    185   (See  also  "In- 
surance Costs,  Reserves") 
Comparative  Reports, 

Balance  sheets,  content  of,  53 
CJoing  concern,  92-97 
Illustrated.  54-56,  63,  67.  69.  70,  75- 

76,  80.  83,  92-97,   119 
Index   numbers,    shown   by.    82 
Non-fund  changes.  84 
Shows  trend  of  funds.  53 
Working  papers,   87 
Manufacturing  costs,  267 
Profit  and  loss,  239,  240,  255.  363,  270 
Unit  cost  report,   281 
Complementary   Commodity   Group,    370 
Composite  Turnover,  Assets,  217,  a  18 
Comptroller,  (See  also  "Accountant") 
Function  of,  35,  38,  3" 


Comptroller— (ConfmMffrf) 

Knowledge  of  operating  conditions,  11 

Reporter  of  efficiency,  29 

Reports  of,  300 
Conservation    of    Capital.    Responsibil- 
iTY  OF  Management,  3 

Working  capital,  65-67,  71,  72 
Construction  of  Sales  Standards,  358 
Contingency  Reserves,  150 
Contracts    Uncompleted,    Profits    on. 

JS5 
Contribution  of, 

Financial   manager,   244 

Functional  officers,  244 

General  manager,  244 

Production  superintendent,  244,  363 

Sales  manager,  244-261 
Control  Data,  Scope  of,  10 
Control  Function  of  Double  Entry,  14 
Control   Over,    (See   also   "Costs."   "Re- 
ports," "Statements") 

Buying,  296 

Collections,    193 

Depreciation,  303 

Direct  labor  costs,  397.  323,  323 

Extension  of  credit,  13 

External   problems,   4 

^^^i°'^  ..i.""**^"*'     300.     333,     333.     335. 

(See  "Factory  Overhead") 
Idle  time  losses,   303,   334,   335 
Insurance,  303 
Internal  problems,  4 
Inventories,    372,    373 
Machine  costs,  304 
Notes   receivable,   204 
Power,  heat  and  light,  302,  330 
Production,  364 

Simplification   through,    370 
Raw   materials    and    supplies,    298,    327- 

329 
Sales,   price  variation,   353,    354 
Solvency,    3-5,    98    (See    "Protection    of 

the  Investment") 
Spoilage,    wastage,    breakage,    399,    331, 

333 
Taxes,    303 

Variable  expenses,   353,   254 
Control  Reports,  a  Check  Upon   Busi- 
ness  Failures,    12,    13 
Control,    Statement   of   the    Problem, 

389,  290 
Controllable  Costs,  331,   333   (See  also 

"Budget") 
Factors,  359 
Labor  costs,    297 
Material  costs,  328 
Power  costs,    330 
Controllability  of  Sales,  355   (See  also 
"Budget") 

Controls.  Technical,  Over  Operations, 
294 

Cooperation  Secured  by  Accounting  Re- 

ports,   i  i 
Coordinating  Function  op  Budgets,  348 
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CoBPOHATioN  Stock, 
Title  to,  5 
Types  of,  139 

CORKELATION, 

Between    reserves   and    plant    efficiency, 
160 

Expenses  and  sales,  353,  J54 

Lack   of,   between   statistics   and   opera- 
tions, 295 

Operations,  need  for,  235 
Cost  Accounting, 

As  a  measuring  tool,  24,  39 

Standard,  339 
Cost  Changes,  Genesis  of,  093 
Cost  op  Sales, 

Analysis  of,  396 

Causes  of  variation,  357 

Change  in,  346,  360 

Standard,    340,    344,    345,    364 
Cost     Reports,     364,     365,     396     (See 
"Costs") 

Delinquent,   306 

Narrative,  315 
Costs, 

Carrying  excess  inventories,    106 
Receivables,   191 

Collections,  193,  203 

Controllable,  331,  333 

Cumulated.   364 

Depletion,   1 76 

Depreciation,    378 

Direct  labor,  397,   333,   333 

Expiration  of  legal   life,    180 

Factory  and  sales  volume,   369 
Burden,   300,   301,   330-333 
Fixed,   370,   373 
Office  expense,  378 

Future  replacements,    164 

Idle  time,   303,   334,   335 

Indirect  labor,   378 

Insurance,  184,   185 

Insurance  and  taxes,   378 

Inventory  losses,  183 

Light,  heat  and  power,  378 

Machine,   304,   334 

Maintenance,   166,  381 

Manufacturing,  and  profits,  368 
Based  on  sales,   367 
Variation   in,   378 

Non-controllable,  321,  333 

Non-productive  time,  334,  335 

Obsolescence.    1 66,    1 78 

Power,  heat  and  light,   303,  333 

Production  center,   318 

Raw   materials   and    supplies,    398,    327, 
329 

Renewal,  anticipated,  166,  383 

Repairs,   381,  383 

Selling,    361 

Semi-constant.  369,  37a,  376 

Service  departments,   378 
Outlay.   118 

Spoiled  goods,  399,  331 

Supercession,   179 


Costs — (Continued)  • 

To  consumer  price,   367 
Uniform,   not  sUndard  costs,    337 
Unit  manufacturing,   380,   381 
Unused  overhead,  335 
Variable,   369,   371 
Variation,   causes    for,   317 

Costs  and  Rate  Waks.   13 

Ckedit, 

Commitments   and   turnover   rates,    aao, 

331 

Department  standards,   189 
Extension    based    on    budgetary    control, 
307 

Related  to  bad  debt  losses,    193 
To  customers,    189,    192 
Turnover  of  accounts   receivable,   309 
Limits  to  bank  loans,  333 
Sales,   financing  of,  316 
Statistics.   189 
Terms,  length  of,   189 
Current    Assets,    Financed    by    Short- 
Time  Loans,  70 
Current  Debt  to  Funded  Debt  Ratio, 

J5 
Current  Liabilities,  Valuation  of,  134 


Days'  Purchases  Outstanding,   122 
Debt-Paying    Capacity,    Standards    for, 

37,    38    (See    also    "Control    over    Sol- 
vency") 
Defective   Goods,   299,    331,   332 

Materials,   339.   331 
Deferred  Charges,   131 
Deficiency  of  Working  Capital.  206 
Deficit  and  Secret  Reserves,   186 
Deficits  Operating,  80,  81 
Delinquent    Accounts    Receivable, 
Measure  of,  200 

Cost  reports,  306 
Department  Store  Expenses,  385-386 

Report,  287 
Departmental  Burden  Budget,  383 

Labor  costs,   398 

Profits,  387 
Depletion,  Accounting  for,  177 

Reserves,   175-176 
Depreciation, 

Appraisals,  checked  by,   161,   164,  174 

Causes  of,   168,   169 

Charge,  purpose  of,  173 

Cost  accounting,  viewpoint,    174 

Costs  of,   303 

Future  replacement  costs,   164,   i6s 

Market  values,   163 

Operating  expense,  an,   165 

Rates,   normal,    169 
Service  output,  169 
Straight  line,   162,   168 
Depreciation   Reserves, 

Absolute,   161 

Accounting  for,  i65>i67 


Depreciation    Reserves — (Continued) 

Adequacy  of,  159 

Appraisals,  161,  164,  174 

Composite,   160,   173 

Future  costs,   164 

Idle  time,    168 

Market  values,  163 

Normal,   161 

Operating  conditions,    169 

Plant  efficiency,   161 

Plant  values,    159 

Repair  policies,   169 

Replacement  policies,   171 

Sinking   fund   reserves,    148 

Theoretical,   161 

Versus  appreciation,  reserves,   167 
Direct  Labor  Costs,  397,  398,  334 

Report,  323 

Standard  and  actual,   334 

Variations    in,    397,    398,    334 
Disbursements,   Cash  Budget,   391 
Discipline,  Mechanical,  6 
Discount  on  Stock,  Bonds,  133,  139 
Dispatching,  the  Function  of,  369 
Dissimilarity  Between  Operating  Fac- 
tors, 391 
Distribution  of  Manufacturing  Costs, 

'Si 
Dividends,  Borrowing  to  Pay,   146 

Cash,    146 

Limited  by  reserves,    144 

Policies,    144,    147,    152 

Preferred    stock,    on,    137 

Report,  152 
Donated  Stock,  139 

Surplus,   156 
Double-Entry   Bookkeeping,    14 
Dynamics  of  Cost  Variation,   293,   310 

(See   also   "Variation,    Profits") 


Earnings,   Reinvested,    125 
Economic  Income  and  Costs,  236 
Efficiency    Reports    (See    also    "Stand- 
ardization,"   "Standards") 

Accounting   for   variations,    319 

Form.   313 

Standards,   269 
Engineer  and  Managerial  Control,  24 

Scientific   research,   23,   24 
Equipment  Budget,  383 

Manufactured  by  firm,   154 
Excess      Inventories      and      Liquidity 
Ratio,    106 

Material  costs,  328 

Plant  investment,    116,    117 
Exchange,  Foreign  and  Domestic,  129 
Expansion,  Working  Capital.  66,  71,  72 
Expenses,   (See  "Control  over,"  "Costs." 
"Reports") 

Budget  manufacturing,  377,  378,  379 

Financial,   242 

Fixed  and   variable,   268 


ExrRKSE&— (Continued) 

Fund,  financing  of,  214-216 

Manufacturing,  262 

Sales   volume,   related   to,   254 

Selling,  241 

Semi -constant,  375 

Variable,  275 
Expiration  of  Legal  Life  Assets,   180 
External  Managerial  Problems,  4,  5 
Extraneous  Losses  and  Gains,  152 

Receipts,  cash,  391 


Factory, 

Budget,  departmental,  367 
Costs  and  sales  volume,  269 
Overhead,     264-265,     370-372,     300-306, 
320322,  330-336,  343*346 
False  Liabilities,    186 
Federal  Trade  Commission,  20 
Final   Price,   267 

Financial  Expense  and  Income,  242 
Budget,     not    an    accounting    standard, 

387-388 
Reports,  insufficient  for  management  in- 
ternal,   52,   294 
Salvage,    207 

Standards,  ai.  Chaps.  3-14  inc.,  29 
Statements, 

Comparative,     content     of,     53     (See 

"Comparative   Balance  Sheet") 
Insufficiency  of,  52,  294 
Structure,  48-51.  61,  72,  79 
Financing  Customer  Credit,  216 
Expense  fund,  315 
Replacements.    172 
Working  capital,  49-51 
Finished  Goods  to  Manufacturing  Cost 

Ratio,  284 
Fixed  and  Variable  Expenses,  268 
Fixed   Costs,    270-272,    300-306,    330-336, 
343-346 
Budget,   377-382 
Forecasting  and  Standard  Costs,  26 
Frozen  Inventories,  106 
Function  of  Reserves,  76 
Functional  Officers,  244,  310 

Aid    in    constructing    standards,    28 
Functionalization  of  Operations,  18 
Funded  Debts  Retired,   142 
Funding  of  Current  Debts,  35,  36,  47, 

6s 
Funds, 

Application  of,    55-58    (See   also   "Com- 
parative Reports,   Balance   Sheets") 
Cash,   128 

Sources  and   utilization   of,    55-58,   95 
Furniture  Manufacturing,   298 


General  Expenses,  242 
Manager,   244 
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Goods  in   Process  Inventory,    hi,    iia, 

Labor,  standard,  342   (See  also  "Stand- 
ard Costs") 

Materials,   339-343 

Overhead,  344,  345 
Goods   Manufactured  and  Sold,   283 
Goodwill,   a  Joint    Responsibility,    245 

Creation  of,  245 
Governmental    Agencies    in    Busimxss> 

15 
Gross  Profit  Factors,  246 

Variation,  247,  260 
Guaranteed  Bonds,  138 

H 

Hazards  in  Asset  Financing,  47 
Heat,  Light  and  Power  Costs,  303,  330 

Report,  320-322,  330 
Hidden  Assets,  186 
Historical  Reports,  Accounting,  311 


Identification  of  Surplus,  Investment, 

67,  69,  81,  97,  141,  142,   147 
Idle  Equipment  Costs,  304,  334 

Depreciation  reserve,    168 

Time  costs,   303,    324,   334.   344.   345 
Incentives,    Furnished    by    Individual 

Ownership,  5 
Income, 

Primary,  268 

Secondary,   273 

Tax   department,    19 
Increased  Wages,  Cost  of,  324 
Index    Numbers, 

Comparative  balance  sheets,  82 

Operating  trends,  285 

Trend  of  funds,  82 
Indices  (Sec  also  "Ratios,"  "Standards") 

Insolvency,  31,  33,  34,  98,  99,  loi,  106, 
III,   113,   115-118,   121,   122 

Insufficient  working  capital,   73 

Manufacturing,   267 
Indirect  Labor, 

Costs,  328 

Reports,  321,  322,  327 
Indorsements,   138 
Industrial  Engineer,  23 
Industrial  Process,  Obsolescenck,  178 
Insolvency  Control   (See  also  "Ratios," 
"Standards") 

Accounts  payable,   122 

Debt-paying  capacity,    no 

Fixed  assets,  expansion  of,   117 

General,  98,  99 

Insufficient   cash,    115 

Inventories,  over-extension  of,   106,  107, 
109 

Non-productive  assets,  expansion  of,  118 

Plant    values,   over-investment    in,    116, 
"7 


Insolvency  Control — (Continued) 

Ratio  inside  to  outside  equities,  31,  33, 
34 

Raw   materials,   over-investment  in,    iii 

Receivables,  over-investment  in,  99,   loi 

Total  assets,  expansion  of,    118 

Working  and   trading   assets,   expansion 
of,  113 
Institutional  Standards,  271 
Insufficient  Working  Capital,  Indices 

OF,  73 
Insurance  Costs,  303 

Funds,  185 

Personnel  hazards,   185 

Premiums,   cost  of,    184 

Reports,   185 

Reserves,   184 
Intangible  Assets, 

Amortization  of,   180-182 

Valuation  of,  134 
Inter-Company  Profits,  155 
Intek-Dependence    of    Operating    Fac- 
tors,  239 
Interest    Cost,    Carrying    Receivables, 

191 
Interim  Dividends,   137 
Internal, 

Checks  over  inventories,   107,  373 

Problems,  4,  10 

Reports,  20 
Interpretation  of  Shop  Measurements, 

294 
Inventory, 

Checks,  internal,  373 

Financing  of,  382,  283 

Finished  goods,   sales  requirements   for. 

Perpetual,   374 

Raw  materials  to  purchases  ratio,   282, 

283 
Requirements,  284 
Reserve  for  losses,  183 
Standards,  372 
Investments, 
Frozen,  106 
Hazards,   4 
Valuation  of,  131 


Labor, 

Budget,  374 
Costs, 

Departmental,  298,  315 

Financing  of.  375 
Dollars,  overhead  costs,  301 
Form,    376 

Hours,  overhead  costs,  301 
Purposes  of,  375 
Reports, 

Management,   326 

Personnel  department,  326 

Statistical   department,    327 
Statistics,  327 
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Labor — (Continued) 

Welfare  budget,  376 
Laboratory  Tests,  Plant  Analysis,   338 
Lansburgh,   R.   H.,   Industrial   Manage- 
ment, 370 
Ledger  Accounts, 

Proof,   working  capital   rule,   222,   227 
Showing  non-fund  changes,  85,  86,  88 
Legal  Life  Assets,  180 
Liabilities, 

Accrued  expenses,   136 
Contingent,  138 
Current,    137 

Dividends    accrued,    preferred    stock, 

137 
Dividends  payable,   137,   146 
Fixed, 

Bonds  payable.   137 
Mortgages,    138 
Life  Tenant  and  Remainderman,   176 
Light,  Heat  and  Power  Costs,  302,  330 
Lime   Manufacturing,   297 
Lines  of  Goods,  Analysis  of,  361 
Liquidity, 
Factors,  46 
Ratio, 
Accounts  receivable,    100 
Excess  inventories,   106 
Improved,  how,  71 
Window  dressing,  42,  43,  loi 
Loans, 

Commercral,  229 
Non-capital,  231 
Proprietorship,  231 
Losses  (See  also  "Costs,"  "Expenses") 
Bad  debts,  202 
Contingent,   151 

Controllable    and    non-controllable,    321, 
322 

Depletion,   175 
Depreciation,  158 
Due  to. 

Direct  labor,  319-321 

Fixed  costs,  319-321 

Indirect  labor,  319-331 

Materials.  319-321 

Obsolescence,  178,  179 

Power  costs,  319 

Spoiled  work,  320,  331 
Extraneous,    1 52 
Inventory,   183 
Operating,  80,  81 
Replacements,  164,  171 
Sales  discounts,  203 
Selling  expenses,   255 
Supercession,    1 79 
Unforeseen,  predictable.  151 
Lough,  Business  Finance,  113 

M 

Machine, 
Conditions,  inefficient,  299 


Machikz— (Continued) 
Costs,  304,  334 

Variations  in,  standards  for,  304 
Efficiency,   305 

Hour  method,  overhead  costs,  301 
Standards,  306 
Maintenance, 
Costs,  166,  381 
Delayed,   169,   175 
Reserves,  166 
Management, 
Functional,   6 
Labor  reports,   336 
Scientific,  23 
Viewpoint,   11 
Managerial  Control, 
Problems, 

External,  4,  5 
Financial,  294 
Internal,  4 
Statistical  reports,  9 
Manipulation   of  Accounts,   238 
Manufacturing  Costs,  262,  377-379,  382 
(See  also  "Factory  Costs") 
Budget,   377-379,   382 
Comparative,   267 
Compared  with  sales,  367 
Finished  goods  ratio,  284 
Indices,  267 

Outlay,   handling  of,   282,   283 
Planning,  366 
Related  to  profits,   268 
Report,  263.  265-267.  280,  281 
Statement,  comparative,  270 
Total  manufacturing  costs  ratio,  278 
Trends,  index  numbers,  268 
Market      Analysis,      Planning      Sales 

Quotas,  358 
Market  Values  and  Depreciation,  163 
Materials,     (See     also     "Manufacturing 
Costs") 
Budget,  371 
Costs,  320-322,  328 
Defective,   329 

Maximum    and    minimum    limits    inven- 
tory,  373 
Quality  of,  and  costs,  300 
Report,   320-322,   327 
Standard  accounting  for,   339 
McIntyre,  H.  T.,  180 
McKiNSEY,    J.    O.,    Budgetary    Control, 

3S8 
Measurements,    (See    also    "Standardiza- 
tion,"  "Standard,"    "Standards") 
Department  of,   18 
Types  of,    19 
Measuring  Devices, 
Auxiliary,  292 

Modern  specialization,    14,    16 
Measures   of   Debt-Paying   Capacity,    3, 

37,  38  (See  "Control  over  Solvency") 
Merchandise  Turnover, 
Illustrated,  108 
Related   to   wholesale   credit,    331 
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Merchandise  Turnoveh — {Continued) 
Use  of  internal  checks  on,    107 

Miscellaneous  Receivables,  203 

Modern   Specialization,   Measuring  De- 
vices,  14.   »6 

Montgomery,    R.    H.,   Auditing   Theory 
AND  Practice,   156 

Monthly    Statements,    Manupacturing 
Concern,  263 

MoRiARiTY,  W.   D.,  Economics  or  Mar- 
keting AND  Advertising,  a88 

N 

Narrative, 

Reports,  294,  309*  3ii>  3^5 
Net   Profits,   (Sec  also  "Variation,  Pro- 
fits") 

Primary  income,  273 

Production  superintendent,  262 
Nomenclature,  Accounting,  19 
Non-Capital  Loans,  231 
Non -Controllable  Costs,  321,  322 
Non-Fund   Changes, 

Comparative  balance  sheets,  84 

Ledger   accounts,    85,    88 

Surplus,  relationship  to,  84 
Non-Par   Stock,    139 
Non-Productive  Assets,  118 

Time,   334*   335 
Normal   Receivables   Related  to   Salbs 

Discounts,  104 
Norms, 

Financial,   3 
Operating,  16 
Notes  Payable,  135 
Receivable, 

Control  over,  204 
Turnover,  204 
Valuation,  20s 


Obsolescence, 

Accounting  for,  165-167 
Causes  of,   178-180 
Reserves  for,    178 
Reserves  for  office  buildings,   179 
Office   Buildings, 

Obsolescence  of,   i79 
Operating.    (See    also    "Costs,"    "Expen- 
ses," "Variation") 
Conditions,  245 

Deficits  illustrated.    78.   80,   81 
Factors,  dissimilarity  between,  291 
Losses,  ultimate  causes  of,  288 
Reports,  commercial  concerns,   285,   ^87 
Statements.  234,  23s 

Fail  to  show  what,  295 

Past.   243 

Purpose  of,  238 

Research  factors,  293 

Standard  form,  238 

Sufficiency  of,  290 


Operating — (Continued) 

Tendencies,   245 

Trends,  index  numbers,  285 

Statistical  departments,  correlation  be- 
tween, 29s 
Organization, 

Loyalty,    S 

Planning  department,  369 

The  budget,  349 
Origin  of  Surplus  and  Reserves,  69 
Outlay,  Manufacturing  Efficiency   m 

Handling,  282,  283 
Overabsorbed  Burden,  346 
Overhead,    (See    also    "Costs."    "Factory 
Costs,"    "Manufacturing   Costs  ) 

Budget,   377-379 

Costs,   301,   320-322,   332,  333 

Factory,    264.   265 

Standard  accounting  for,  343.  345 

Unused,   335 

Variation,   34S 
Overpricing  of  Inventories,  257 
Overtime   Costs,    Labor.    328 
Owners'  Equity,  Overexpansion  on,  3« 


Per  Cent  of  Sales,  Expenses  Based  ok, 

253-255.  370,  271.  275 
Perpetual  Inventory,  374 
Personnel, 

Budget,   374-376 

Department.  322,  37s 

Hazards,   185 

Labor  reports,  3*6 

Requirements,    352 
Physical   Standards,    22,   289    (See   also 
"Standards") 

Construction  of,  290 

Factory  practice,  22 

Production.    23 

Sources  of,   290 

Volume,    fixed    and    variable    expenses, 

269 
PiECE-WoRK.  Bonus  Plans.  325 
Planning  Department,  3^8 
Planning   Related  to   Budget   Making, 

366 
Plant, 

Analyses,  laboratory  test,   33» 

Earnings,  123 
Plant  and  Equipment  Budget.   383 
Post  Mortem  Reports.  243.  307 
Power,   Heat  and  Light   Costs,   Analy- 
sis, 302,  320-322,  330,  332 

Variations  in,   standards  for,   30a.    320- 
322,   330 
Premium, 

On  bonds,  157 

On  stock,   157 
Prices,  (See  also  "Variation") 

Changes  in  and  profits,  249.  250 

Cutting,  predatory,  la 

Levels  and  plant  Investment,    117 


Prices — (Continued) 

Selling,  change  in,  246,   260 
Variation,  control  over,  354 
Primary  Income,  268,  273 
Procedure  Accounting,  20 
Production,     (Sec    also    "Manufacturing 
Costs") 
Budget,  367 

Center,   overhead  costs,    301 
Control,    364 

Simplification   through,    370 
Costs,  summary  report,   316 
Outlay,  efficiency   in  handling,   282,   283 
Planning,   366 
Program,  352,  364,  365 

Balanced,   370 
Report,  278,  280,  281,  318 
Superintendent's  report,   262 
Production  and  Physical  Standards,  23 
Professional  Accountants,  294 
Profit   and   Loss   Statements,    234,    240 
(See  also  "Costs,"  "Expenses,"  "Va- 
riation") 
Balance  sheet,  related  to,  237 
Comparative,  239,  270 
Current,    243 

Idle  plant  accounting,  344*   345 
Illustration  of,   312 
Overhead  variation,  345 
Purpose  of,  235 
Standards,   238,   3U 
Statistics,  241 

Trends,    shown   by    index   numbers,    285 
Profits, 

Available   for   dividends,    152 

Cause    for    variations,    244    (Sec    also 

"Variation") 
Changing  costs,   258,   260 
Depletion  charges,   176 
Gross,  factors,  246.  260 
Inter-company,  155 

On    credit    sales.    191     (See    also    "Con- 
trol over  Credit") 
Reserves  and,   sources  of  working  capi- 
tal, 67 
Unearned,  I53>  I55i  '57 
Variation  in,  due  to  changing. 
Cost  of  sales,  252,  257-260 
Prices,  248-251,  260 
Sales  volume,  247,  251,  260 
Promoter,   Intangibles,    181 
Property,  Appreciation  of,  153 
Proprietorship, 
Capital  stock,   i^ 
Loans.  231 
Reserves,   142-152 
Surplus,  139 
Surplus  reserves,  139 
Protection  of  the  Investment,  3,  4 
Reserves  for. 

Contingencies,    150 
Depletion,  175 

Depreciation,  159,  162,  163,  174 
Expiration,  legal  life  assets,  180 


Protection   of   the   Investment — (Con- 
tinued) 
Reserves  for — (Continued) 

Insurance  losses,   184 

Intangibles,   180 

Inventory  losses,  183 

Secret,  186 

Sinking  fund,   145 

Supercession,  179 
Surplus 

Appropriated,   145 

Donated,   156 
Protested    Notes,    129 
Purchasing, 

Problems  of,  296 
Program,    the,    352 
Raw   materials   ratio,    282,    283 
Standards,  296,  372 
Purchases,   Sales,   Collections  Budget, 
228 


Qualitative  Analysis,  290 
Quality  of  Goods, 

Cost  of  sales,  257 

Maintenance  of,  245 

Manufacturing  costs,    299,   300 
Quick    Asset    to    Current    Liabilities 

Ratio,   39,    no 


Ratios, 

Accounts  payable  to  purchases,  122 
Capital    assets   to   capital   liabilities,    47- 

51 
Cost  of  sales  to  inventory,   106 
Current  assets  to  current  liabilities,   38, 
45,   106 

To  sales,  113 
Earnings  to  total  assets,   123 

To  plant,    123 
Funded  debt  to  current  debt,  35 
Goods  in  process  to  manufacturing  costs, 

III 
Inside   equities   to   outside   equities,   31- 

34,   121 
Inventory,  initial  to  sales  requirements, 

285 
Manufacturing   costs   to   finished   goods, 

284 
Non-productive  assets  to  total  assets,  xi8 
Profits  to  net  worth,  124 
To  outstanding  stock,  125 
To  total  earnings  reinvested,  125 
Purchases  to  inventory.   282.   283 
Quick  assets  to  quick  liabilities,   39 
Raw   materials   inventory   to   raw   mate- 
rials used,  1 1 1 
Sales  to  department  capital,   287 
To   inventory,    107- no 
To  plant,   116 

To  receivables,   99,    loi,   103 
To  total  assets,  118 


442 


INDEX 


Ratios — (Continued) 
Total    assets    to    fixed    assets,    117 
Working  assets  to  sales,   113 
Working  capital  to  sales,   113 
Ratios  Required,  Current,  210 
Raw  Materials,  (See  also  "Materials") 
Analysis  of,  398,   320322,   329 
Budget,   371 

Cost,  variations  in,  398,  327-329 
Receipts, 

Cash,  390,  39a 
Receivables, 

Cost  of  carrying,  191 
Cost  turnover,  214 
External  checks  over,    193-201 
Miscellaneous,  203 
Report,   164 
Reducing    Debts    rsoM    Workiicg    Cam- 

tal,  74 
Reinvested  Profits,  125 
Renewal  Costs,    171,   383 
Repair, 
Costs,  380 

Policies,  depreciation  rates,   169 
Replacements, 

Accounting  for,  171 
Costs,   future,   164 
Funds,   59 

Illustrated   in   balance   sheet,    77 
Policy,   171 
Reports,     (See    also    "Profit    and     Loss 
Statements") 
Aid  in  preplanning,  9 
Built  around  functional  officers,   18 
Certified,  7 

Commercial   concerns  of,   285,   287 
Controllable  costs,   331,   322 
Cost,   264,   265,   31  s 
Daily  departmental  production,  317 
Direct  labor,   323 
Efficiency,  309,   310 
Forms,   efficiency,    313 
Heat,  light  and  power,  320-323,  330 
Indirect  labor,  320-322,  327 
Locating  losses,  9 
Materials,  327-339 
Modern,   15 
Narrative,    394 

Non-controllable  costs,  331-333 
Post  mortem,  343 
Production  center,  318 
Reflect  tendencies,  10 
Statistical,    on    factory    conditions,    364, 

366 
Summary  of  production,  316 
Superintendent  of  production,  363 
Supplementary   cost,    317 
Unit  cost,   280,   381 
Required  Liquidity  Ratios,  310 
Requirements,  Working  Capital,  ao6 
Resale  Values  and  Depkeciation  Costs, 

163 
Research, 
Comptroller,  38 
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^ESEA^cH— (Continued) 
Engineer,  395 

Factors,  operating  sUtements,  393 
Function,  294 

Reserves,    (See    also    "Protection    of    the 
Investment") 

An  earmarked  portion  of  income,  69 

Check  dividends,  76 

Classes  of,   187 

Contingencies,    150 

Covered,    144 

Depletion,   175 

Depreciation,    158 

For  expiration  of. 
Intangibles,  180 
Legal  life,  180 

Insurance,   184 

Inventory  losses,   183 

Maintenance,    166 

Obsolescence,    178 

Replacement,  158 

Secret,   186 

Sinking  fund,  143 

Source  of  funds,  as,  59 

Source  of  working  capiul,  67,  76 

Supercession,   179 

Uncovered,   145 
Retiring  Funded  Debts,   143 
Routing,  the  Functions  of,  368 


Sales,  (See  also  "Variation") 
Analysis,  396 
Budget  form.  361 

Collections,  and  purchase  budget,  228 
Controllability  of,  355 
Controls,  353 

Price  variation,  354 
Deductions,  355 
Discounts, 

Average  age  receivables,  and.   103-105 

Bad  debts,  relationship  between,  203 
Expectancies,   313 
Expense  budget,   384 
Manager,    contribution     of,    to    profits, 
244-261 

Market  analysis,  358 
Per  cent  of,  figure,  315 
Quotas,  357 
Ratio,  modified,   103 
Rejections,    193 

Requirements,   finished   goods   inventory, 

285  • 

Responsibility,   246 
Returns  and  allowances,  355 
Standards,  formation  of,  358 
Variations  in,  standards  for,  296 
Volume, 

By  salesmen,  358.  363 
Factory  costs,   relationship  to,   369 
Selling  costs,  relationship  to,  354 
Science,  Business  Measures,  34 
ScKAp  Value,  Accounting  for,  166,  171 
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Seasonal, 

Financing,  233 

Loans,  capiul  outlay,  333 

Working  capital  requirements,  330 
Second-Hand      Values,      Depreciation, 

Not  a  Measure  of  Loss  in,  163 
Secondary  Income,  268,  273 
Secret  Reserves,   Manner  of  Creating. 

186 
Security  Market,  Availability  of,   131 
Self  Liquidating  Business,  307 
Selling  Expense,  341,  344,  354,  355 

Budget,  384 

Standard,  384 
Semi-Constant  Costs,  369,  273,  375 
Service  Department  Costs,  378 
Services,  Accounting  and  Statisticai-  o 
Shop, 

Measures,  interpretation  of,  395 
Problems,  294 

Short-Time  Loans,  Sources  of  Current 
Assets,   10 

Simplification.   Control   Over    Produc- 
tion, Through,  370 
Single    and    Double-Entry    Bookkeep- 

ING,     14 

Sinking   Fund  Reserves,    143.    (See  also 
Protection  of  the  Investment") 
A  double  charge,   148 
Accounting   for,    146,    149 
As  an  expense,   148 
Depreciation  reserves,  related  to,   148 
Valuation  reserve,  148 
Without   sinking   funds,    145 
Slow-Pay  Customers,  200 
Solvency,    (See  also  "Ratios") 
A  question  of  turnover,  37 
Controls  restated,  98 
Source  and   Utilization   of  Funds,    55- 
58,    95,     (See    also    "Application    of 
Funds") 
By  departments,  58 
Source  Data,  Market  Analysis,   358 
Sources  of. 

Cash  receipts,  390,  393 
Funds, 

Analyzed.  57 
Reserves  as,  59 
Revenue  as,   60 
Working   capiul,    66,    71-73 
Specialization    in    Measuring    Devices. 

15 
Specific  Productivity,  335 
Specifications,   Engineering,   309 
Spoilage,  Wastage  and  Breakage, 
Standards  for,   i,  3,  320 
Variations  in,  299,  331 
Standard,   (See  also  "Reports") 
Accounting  forms,   20 
Labor,  costs,  342 
Materials  costs,  339 
Overhead,  343,  345 
Accounts  receivable,  194,  199 
Classification  of  accounts,  21 


Standard— (Confimr?..) 

Cost  accounting,  339 

Cost  of  sales,  340,  364 

Costs,  34 

Are  least  costs,  24 

Based  on  physical  sUndards,  337 

Forecasting,  26 

Furnish  incentives,  27 

Variation  from,  319 

Function  of  budgets,  27 

Material  reports,  320-322,  328 

Nomenclature,   19 

Per  cents  used,  254 

Plant  procedures  and  accounting,  33 

Power  report,  330 

Receivables  and  sales  discounts,   104 

Selling  expenses,  384 

Trade  debtors,    194,    199 
Standardization, 

Need  for,  289 

Process,    351 

Production  procedure,  34 
Standards, 
Absolute,  25 
Accounting,  19 

Aid  in  establishing  future  values,  26 
Applicable  to  all  business  fields,  347 
Applied  to  administrative  field,  25 
AtUinable,  309 
Balance  sheet,  19 
Budgets,   350 
Business  regulation,   16 
Categories  of.   17 
Comparative.  25 
Credit  department,   189 
Credits  and  collections,  192 
Definition  of,  16 
Department  of,   18 
Efficiency,  269 
Empirical,   17 

Favorable  trends  of  funds,  71 
Financial,  21,  29,  Chaps.  3-14 
Function  of,  16 

Functional   officers,   aid   in  constructing, 

28 
Institutional,  271 
Inventory,  372 
Machine,  306 
Materials,   373 

Measure  of  debt-paying  capacity,  37,  38 
Measures, 

Functionalized,    18 
Types  of,  19 
Operating,  234 
Physical,   22 
Profit  and  loss,  238 
Qualitative,   289 
Rule  of  thumb,  17 
Scientific,  17 

Unfavorable  trends  of  funds,    17 
Valuation,   21 
Statement,  (See  also  "Reports") 
Credit  rule  of,   311 
Manufacturing,    263 
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Statement — (Continued) 

Profit   and   los»   (See   "Profit   and   Loss 

Statements") 
Statistical  and  operating  departments. 
Labor  reports,  327 
Lack  of  correlation,  395 
Statistical   Reports,   Factoky,   264,   266 
Statistics, 

Accounting  research,  management,  g,  10 
Audited  reports,  relationship  to,  9 
Cover  all  business  activities,    10 
Market  analysis,  358 
Trade,   241 

Association,  291 
Use  of,  290 
Stock, 

Assessments,    157 
Discounts,   i  s6 

Dividends,   bookkeeping   entries,    79,    80 
Premium,    157 
Structukal    Balance    Sheet,    48-5 i>    59> 

63,  96 
Summary  of  Production  Costs,  318 
SuPERCESsioN,   118,   179 

Accounting  for,  165-167 

Reserves,    179 
Superintendent  of  Production,  244 
Supplementary,    Overhead    Rate,     301, 

333 
Surplus,    (See    also    "Protection    of    the 
Investment") 

A  source  of  funds,  69 

Adjustments,  166 

Appreciation  of  assets,   153 

Appreciation  versus  depreciation,  167 

Appropriated,   140 

Donated,   156 

Function  of,  140 

Items    that    do   not    show    protection    of 
investment,    153 
Inter -company   profits,    156 
Premiums  on  bonds  and  stock,  156 
Profit     on     equipment    manufactured, 

J  54 
Stock  assessments,   156 
Uncompleted  contracts,  profit  on,   155 
Operating,   144 
Protection    of    investment    afforded    by, 

140 
Reservation  of.   143 
Synthetic  Process,  338 


Taxes,  Costs  of,  303  (See  "Coats**) 
Technical  Controls,  294 
Technique    for    Control    over    Collec- 
tions, 192  (See  also  "Credit") 
Temporary  Investments,   132 
Tendencies,  Operating,  8 
Territorial  Analysis,  Sales,  3S3 
Theft  of  Goods,  Costs,  257 
Time  Deposits,   128 
Tool  Costs,  304   (Sec  also  "Costs'*) 


Trade, 

Acceptances,  liabilities  current,   135 
Debtors, 

Aging  process,   197 

Average  age,    196 

Classification  of,    197 

Cost  of  carrying,    191 

Days'   sales   outstanding,    195 

Delinquent,   200 

Discounts,    effect    upon    average    age, 
196,    197 

Standards,  194,  199 

Turnover,   101 
Statistics,  use  of,  290 
Trading  on  the  Owners'  Equity,  32 
Treasury   Stock,    139,    156 
Trend  of  Funds,  6t 

Departmental,  61,  63,  96 
Fixed  assets,  62 
Illustrated,    64,    75,    76 
Incorrect.  64 
Into  working  capital,   65 
Miscellaneous,   79 
Trends, 

Index  number,  286 
Manufacturing   costs,    280 
Statistics  and  accounting,  in  use  of,   14 
Turnover,  (See  "Ratios,"  "Standards") 
Accounts   receivable,    loi,    194 
Business  enterprises,   3 
Composite,  217,  218 
Current  assets,  36,  37,  219 
Current  liabilities,  208 
Error    in   computing   of   current   assets, 

218 
Expense  fund,  214 
Factors,    21 1 
Factory   supplies,    1 1 1 
Goods  in  process,   iii 
Merchandise,  related  to  turnover  of  pay* 
ables,  221 

Stock,   37 

Wholesale  credit,  related  to,  aai 
Notes  receivable,  204 
Payables,   of,   208 

Rates  and  working  capital  needs,  209 
Raw  materials,   iii 
Receivables  and  merchandise,  217 

And   payables,   220 

At  cost,  214 
Working  assets,  208 
Working  capital,  11 3*1 15 
Two-to-Onk  Ratio,  206,  209 

u 

Ultimate    Causes,     (See    also    "Costs,** 
"Losses,'*  "Variation") 

Losses,   288 

Problems  of,  293,  294 
Unabsorbed  Burden,  334.  335 
Unadjusted   Debits,    134 
Underpricing  of  Inventories,   257 
Undiscounted  Accounts  Receivailb,  198 
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Unearned  Increment,   136,  167,  168 
Uniformed  Costs,  Not  Standard  Costs, 

337 
Unit  Costs,  280,  281 

Anticipated,    269 

Reports,  labor  control,  298 
U.   S.    Chamber   of   Commerce,    Depart- 
ment OF  Manufacturing,  339 
Unused  Overhead  Costs,  335 
Up-to-Dateness  in   Report,   306 
Use  of  Material,  Excess,  328  (See  also 

"Manufacturing") 
Utilization      of      Funds,      (See      also 
"Sources  of   Funds") 

Analyzed,  58 

C^sh   budget,    389 


Valuation, 

Accounts,  problem  of,  6 
Purposes,   127 
Reserves,    149,    158,    184 
Standards,  21 
Variable, 

Costs,  269,  271 

Expense,  control  over,  253,  254 
Fixed  expenses,  268 
Variation, 

Amounts   and   per  cents,   stated   in,    239 
Cost  of  sales,  standards  for,  296 
Direct  labor  costs,   297,   298,   321,   322, 

324 
From   standards,   efficiency   reports,    319 
Handling  and  storage  costs,  328 
Idle  time  costs,   303 
Insurance  costs,  303 
Machine  costs,   304 
Manufacturing  costs,  278 
Material  costs,  320-322,  328 
Overhead,  ledger  account,  345 
Power,    heat   and   light  costs,    302,   320- 

322,  330 
Prices,  control  over,  354 
Profits,     (See     also     "Variation     from 
Standards") 

Cause   for,    244 

Changing  costs,   252,   258,   260 

Changing  prices,  248,  249,  250 

Cost  of  sales,  257-260 

Manufacturing  costs,  278 

Price  changes,  354 

Sales   volume,   247-249 

Selling  expenses,  255,  256 

Volume  change,  258.  260 
Raw   materials  and   supplies  costs,   398, 

328 
Sales,  standards  for,  396 
Sales  volume,  353 
Spoilage,    wastage,   breakage,    299,    320- 

3"i  331 


Variations  from   Standards,   319 

Direct  labor,  320-321 

Fixed  costs,  320,  321 

Indirect  labor,  320-321 

Materials,   320,  321 

Power  costs,  320-321 

Spoiled  work,  320-321 
Viewpoint,  Auditor  and  Manager,  8 
Volume, 

Change  in,  248 

Physical  change  in,  246-248,  260 

Secondary  costs,  275 

w 

Wages, 

Budget,   374 
Increased,  cost  of,  324 
Welfare  Budget,  376 
Window    Dressing    and    the    Liquidity 

Ratio,  42-45,   10 1 
Workers,  Education  of,  327 
Working  Capital, 

Budget  illustration,   222 
Budgetary  control,  207 
Conservation  of,  73 
Deficiency  in,  206 
Depletion   of,    154,    167 
Diminution  of  caused  by. 
Amortizing  capital  liabilities,   74 
Financing  fixed  assets,   62 
General,   74 
Operating  deficits,  8 
Payment  of  dividends,  74 
Replacements,  76 

Withdrawal  of  property  by  owners,  77 
Expansion,  66,  71-72 
Financing  of,  49.  51,  65,  67 
From  capital  liabilities,  66 
Investment  and  turnover  rates,  209 
Liquidity  ratio,  45 
Losses,   illustrated,    78 
Requirements,   38 
Capital  loans,  231 
Cash  sales,  where  all  sales  are,   211, 

212 
Credit  sales,  213 
Seasonal  financing,  230 
Rule, 

Defined,  211 

Demonstrated,    222,    227 
Shortage  of,  73 
Sources  of,  66,  71,  72 
Turnover,   113-115 
Working   Conditions,   Standard,   326 
Working   Papers,   Comparative  Balance 
Sheet,   87 
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